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DFl"RODUC TI ON 
For centuries, underconswnption theories have remained 
-~ in the nether world of the heretical economists. The Keynesian 
revolution, with its rejection of classicism, has created a 
resurgence of these underconsumption theories and brou~ht them 
into the orbit of respectability; the conventional attitude of 
opposition towards them has for the most part been overthrown. 
It is the purpose of this thesis to consider selected under-
consumption theories because they can be pertinent to current 
and future public spendin~ and economic polioicies. 
This thesis holds that irrespective of their form, 
underconsumption theories are characterized by the feeling 
that investment outruns consumption in the existin~ system and 
the only way of eliminating ineffectual demand is to increase 
consumption. The selected underconsumption positions are also 
considered in terms of whether they are depression or business 
cycle theories. Since the middle of·the last century they 
have been catagorized as depression theories. This thesis 
indicates that in the light of modern business cycle 
development, recent underconsu.mption theories were on the ri"ht 
track and that their positions can be spoken of in terms of a 
lan.guage they did not use; "l:-hat the.ir theories may be 
transl'ated into the tools employed in a modern business cycle 
approach. 
This particular business cycle approach as accepted by 
A. Hansen, J. Hicks, and R. Harrod, integrates many theories of 
the business cycle into one by use of. three tools - the marginru 
efficiency schedule in relation to the rate of int~rest, the 
role of the investment .multiplier which is based upon the 
consu11ption function> and .the principle of acceleration.l 
This modern theory synthesizes the various and seemingly 
conflicting opinions of business cycle theorists, and with one 
stroke it takes into consideration the role investment, the 
r·ole of money, and the role of consumption. It will be 
indicated that the modern underconsumptionists came close to 
this approach. 
In Chapter I the concepts upon which underconsumption 
theory is founded are presented together with the historical 
·development of the theory and a consideration of its 
relationship to the development of cycle theory and the 
Keynesian analysis which·has popularized it. The relationship 
of underconsumption theory to the moo.ern business cycle approec 
presented here is also noted.· Chapter II· clarifies the 
argument advanced in Chapter I by showing its relationship to 
the position taken by the selected writers who advanced the 
views. Robert Malthus, Lord Lauderdale, and Sismonde di 
Sismondi were selected because they are representative of the 
l See: A.H. Hansen, Business Cycles and National Income 
(New York~ w.w. Norton and Company, Inc.:-1951) pp. 489-498; 
J. Hicks, A Constibution to the Theory of Trade Cycle (Oxford~ 
Clarendon Press, 1951) pp-.-1-10; and R.-narrod, Towards A 
Dynamic :economics (London: Macmillan Company, 1·948) .P.P. -l-20. 
ii 
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early underconsumption approach. This chapter also notes the 
arguments of the classicists which underconsumptionists attempt 
to refute. The underconsumptionist proposal policies are 
also listed. In Chapter III the theories of John A. Hobson 
were selected as they are representative of the modern 
distribution school. The theories of William Foster and 
W&ddell Catching:s are discussed in Chapter IV for they are 
representative of the modern monetary underconsumptibn approach. 
Chapter V is the concludin, chapter. 
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CHAPTER I 
THE DEVELOPMENT OF Ul\TDERCONSUNIPTION THEORIES 
This chapter proposes to discuss the concepts upon 
which underconsumption theory is founded, the historical 
development of the theory and a consideration of its 
relationship to the development of cycle,theory, and the 
Keynesian analysis which has put the focus upon the saving 
and investment relationship and instituted a resurgence of 
underconsumptionism from the underworld of the heretical 
economists. It also delves into the relationship of modern 
business cycle theory to the underconsillmption approach. 
Section 1 considers the concepts while section II relates the 
historical development; section III deals with the Keynes:lan 
influence; section IV analyses the relationship of under""' 
consumptionism to what is now considered as the modern 
business cycle approach. 
I 
The essence of underconsumption theory, irrespective of 
its form is that 
the industrial system does not provide consumers with 
sufficient purchasin' power to buy all the products 
of industrial activity at profitable prices. There is, 
according to this theory, 'a deficiency of purchasing 
power, a shorta&e of consumer's income, in advanced 
capitalistic societies'.l 
All the underconsumption writers maintain that the market is 
l E.F.M. Durbin, Purchasing Power and Trade Depression 
(London: Johnathan Cape, 1934} p. 20~---
the key of the capitalistic industrial system~ If the sale 
of final goods and services cannot be achieved by means of 
the market, the entire economic system will suffer. 
Expressed in present day terminology, there will be an 
accumulation of inventory at the different stages in the 
production process. Associated with these accumulations are 
the depression periods with falls in prices and employment, 
because consumers lack purchasing power and they cannot 
purchase the finished goods. If purchasing power could be 
sustained, the sales volume for the finished product would 
increase due to the accumulation of inventory at the 
differention stages in the ,production process. The problem 
thus becomes one of how to increase the amount spent upon 
finished goods.2 
That society does not spend all of its income is due 
to the structure of the economic society in which we live. 
The savings creates the trouble for it diminishes purchasing 
power for finished goods while it creates a source for 
capital formation which, in turn, creates more production. 
2 These paragraphs concerning the essence of the theory 
as expr.essed by Durbin, ..2.£.• cit., pp. 20-24,. are in accord 
with the discussions of: G. Haberler, Prosperity and 
Depression, (Geneva: League of Nations, 1939} pp. 119-141; 
w.c. Mitchell, Business Cycles, the Problem and Its Setting, 
(New York:: National Bureau of Economic Research, Inc., 
1927) pp. 5-7; J'.A. Estey, Business Cycles, Their Nature~ 
Cause, and Control (New York: Prentice~Hall, Inc., 1941J 
p •. 261;-aild A.H. Hansen, Business Cycle Theory (Boston:: 
Ginn and Company, 1927) pp. 11-26 .• 
2 
This paradox caused inevitable underconsumption for, whi~e 
the supply is increased, the demand decreases and profits are 
either marginal or non-existent. The resultant depression 
could have been avoided had the amount of savings been 
reduced, or had new money been issued so as to stimulate 
consumption. (Inflationary campaigns throughout United 
States history have been, and still are, formulated on the 
basis of the latter proposal.) 
The circulation of money and not the problem of the 
value of money is considered by underconsumptionists who 
follow its movement through the economic system. 
The critical point in this circulation is the n:arket 
for consumption goods:: the point at which the final 
products of the industrial process meet the volume of 
money expended by the consumers out of the income with 
which the industrial process provides them ••• savings 
disturb equilibrium at this point and cause loss to 
appear.3 
This essence of underconsumptionism is often concealed 
by the many various senses of underconsumption positions 
which, as expressed by G. V •. Haberler, are as follows .4 
First, innovations and capital accumulation create production 
far in excess of effective demand. Secondly, 
very frequently underconsumption is.used to mean the 
process by which purchasing power is in some way lost to 
the economic system, and therefore fails to become income 
and to appear as demand in the market for consumers~5 
3 Durbin, ..£E· cit., p .. 23 .. 
4 Haberler, .212.. cit., 120-123 .. 
5 Ibid., p. 120. 
3 
A third version states that as population, invention, 
·production, and capital grow unless money is increased in the 
same proportion as ~rowth, ineffectual demand will result. 
Fourthly, underconsumption could merely mean oversavingso 
Because the marginal propensity to save is high, due to 
unequal distribution, that of consumption is low. Savings 
disrupts the equilibrium between output and sales as it does 
ttnot find an outlet in investmentn6 because it leads to lack 
of effective demand, and also because savings on one.hand 
increased productivity, while on the other decreases con-
sumption. 
In this thesis the various senses of underconsumption 
positions have been grouped into two schools - the distributio 
and the monetary. The distribution school (upheld by 
Sismondi, Lauderdale, Malthus, and Hobson, to mention but a 
few) maintains that underconsumption"is created by the 
capitalistic economy, that 
legal economic institutions are controlling, and that 
maladjustments ~n distribution of income are the moving 
forces which throw production and consumption out of 
equilibrium and create fluctuations of output~? 
Concentration of income created by these legal institutions 
,ives rise to inequality in the distribution of the factors 
of production, and creates accumulation of fortunes, which, 
in turn, are invested in capital formation. Technology is 
6 Ibid., p .. 123. 
7 Hansen, ~0 cit., p. 3. 
4 
II 
The theories of. underconsumption have had a long and 
varied history. Althou~h they appeared in the sixteenth~ and 
seventheenth=centuries and have gained favor since then, they 
have become very popular in recent times. Their popularity is 
undoubtedly due to. man's eagerness to grasp a philosophy 
statin~ that the genesis of his affliction rested in the fact 
that he did not possess the means with which to purchase the 
goods and services of the glutted markets. To a general public 
which has no funds with which to buy commodities, under• 
consumption approaches seem to make the most sense~ 
The theories became manifest in mercantilist thought and 
were concerned with luxury and thrift. Thrift created un-
employment because real income was decreased by the amount of 
money which did not get into the circular flow~ and because 
savings created a withdrawal of money from circulation. As 
early as 1598, it was argued that production of· luxury goods 
created work, while savings created distress.. Petty and 
Fortrey (1662) justified elaborate expenditures because their 
costs appeared as payments to those who supplied the goods+ In 
1869, Carey maintained that increased spendin~ would increase 
a~~regate demand~ The Fable of the Bees, by Mandeville (1723) 
popularized the theory of underconsumption. The writing is an 
allegorical poem in which the bees create havoc in a prosperous 
country by cutting all expenditures in order to save more. 
Mandeville's philosophy was condemned, and the book was frowned 
6 
upon by the courts.lO 
The doctrine reappeared in the writints of Sismonde 
de Sis~ondi, Lord Lauderdale and Thomas Malthus. Their 
argument was one of a lack of effective demand created by the 
inability of the masses to purchase commodities. The theory 
has been a stron,; tool in the hands of the socialists (as for 
example Johann Rodbertus, and Karl Marx) who wanted to equate 
the distribution of income. To them, unequal distribution 
was responsible for ineffectual demand. The classicists 
refused to recognize these heretics and once a~ain the theory 
hibernated, but only until 1889, when John Hobson and Alfred 
Mummery presented The Physiology of Industry. ttThough it is 
·so completely forgotten to~day, the publication of this book 
marks, in a sense, an epoch in economic thought.nll 
In the United States the underconsumption movement has 
always been poputar and it can be said that it predominated 
the Debtors Revolt, cheap money proposals as exemplified by 
Edward Kellog 1 s movement in the 1840ts, the.Greenback Movement, 
the Townsend Plan 1 and modern expansion devices. Since World 
War I there have been many underconsumption writers, amon~ the 
most popular were Major Douglas, William Foster and ·waddi.ll 
12 
Catchings. One of the most recent and penetratin~ 
10 J.M. Keynes, The General Theory of Employment, Interest 
and Money, (New York: tiarcourt, Brace anctCompany ,1950) pp. 358"' )61+. . 
11 Ibid.~, p. 365. 
12 Ibid. 1 pp. 366.-.371. 
7 
underconsumption ~x.positions was propounded by Gordon Hayes.l3 
The undercor;tsum.ption positions, in the writer's opinion, 
~ were not business cycle positions. They were concerned with 
one phase of the cycle, depression, or crisis. Crises periods 
are periods of acute ~eneral monetary and commercial 
disturbance. These periods are called depressions if they are 
prolonged. ·when Lauderdale,. Mal thus" and Sismondi wrote, 
there were few writers and no developed concepts of business 
cycle theory. The concern was with co:rm:ll.ercial crises .. l4 
The attempt to explain crises in terms of business 
depressions began in earnest with the conclusion of the 
Napoleonic Wars. Writers discussed surface causations until 
about 1815. Prior to this time depressions were attributed 
to the weather, wars, riots, acts of God, and etc. But as 
trade grew in importance, depressions began increasing in 
number. The formation of theories that crises were periodic 
cycles increased after John Wad~ in 1833, su:;gested a 
commercial crisis of five to seven years in duration. By 
1860, Juglar, as a result of factual investigation, had for-
mula ted a three~phase cycle - prosperity,. crises, and 
liquidation. Using the ~erm cycle, he developed the concept 
of a rrsuccessio:u of phases in economic fluctuations. nl5 
13 H.G. Hayes, Spending, Saving, and Employment (New York: 
Alfred A. Knopf,. 1947). 
14 A .. H ... Hansen, Business Cycles and National Income (New 
York: w.w. Norton and Company, Inc., 1951) p. 242. 
=======9~==~~~~~ 220 
8 
This marked the turning point in business cycle study. In 
1862, Jevons associated periodic collapses with physical 
:factors, and in 1887, JOhn Mills presented a theory of a :four* 
phase cycle ~ declining trade, inareasin~ trade, overexcited 
trade, and crises. Alfred Marshall and Henry Geort!';e in 1879 ,. 
also spoke of economic phenomena in terms of fluctuations, 
while Baranowskyt s work was the first scientific· cycle work, and 
perhaps the·most important to that date.I6 
With the arrival of a business cycle approach to the 
economic crisis, came the modern underconsumption approach, 
which7- as will. be demonstrated in subsequent elaboration, is 
more comprehensive than the basic theories of the precursors, 
Malthus, Lauderdale, and Sismondi. In order fcir a theory to 
be a business cycle theory it must consist of 11a species of 
fluctuations in the economic activity of org.anized 
communities.ttl7 It must consist of fluctuations in employment, 
output, and prices (consumer and wholesale},. Periods of 
crisis or depression differ from this business cycle because, 
where crisis or depression is a particular phase of the cycle, 
the cycle itself is a series of fluctuations includin~ many 
phases ,,18 
Although the early underconsumption theories were not 
16 Ibid., PP~ 211 .... 228. 
17 Mitchell, ~., aitJ., p. 452. 
18.2.£. cit., pp. 4--6. 
9 
business cycle theories, Keynes says that they started the real 
thinking on the subject of business cycles., Classical 
economics was.concerned.with lon{l; run and natural state con""' 
ceptions. It did not bother with business cycles which could 
not exist, for Sayts Law of Ma~kets proved that they were non-
existent~ The search, then, for an explanation of. crises and 
then eventually business cycles was carried on by the critics 
of the classicists; Keynest revolt caused more critical exam;.;;,. 
ination of business cycle theory and also injected new life 
into undercorisumption theories which were all but dead in the 
underworld of the heretical economists. 
III 
Fundamental to the underconsumption position is the 
Keynesian analysis. .A.cmodern underconsumption thesis omitting 
the Keynesian influence would be deficient since the theory of 
effective demand ~ a key to the underconsumption approach ~ had 
been modernized by Keynes through means of t~e marginal pro~ 
pensity to consum·e and to save, the marginal efficiency of 
capital and the liq_uidity preference. Although underconsumpt ... 
ionists did not necessarily use any of these Keynesian tools, 
they did concern themselves with savin~s, which, offset by 
.investment beyond a certain level, create production of more 
goods than could.be demandedo Keynes concerned himself, on the 
other hand, with savings not offset by investment outlets. 
Since the time of Malthus (1766-1834) there has been no 
economist of hi~h professional stature who has attacked the 
10 
classical doctrine that employment may be maintained in a 
private property economy if all would work at prevailing wage 
rates. The classical argument has been that economic forces 
would create the best possible economic arrangemen~s. Throu~h 
the mechanism or the price system, the wage structure, and 
the rate of interest, the highest econo~ic welfare would be 
achieved. Throughout its history, the classical approach 
despite changes in emphasis and theories, :has retained the 
core or its doctrine unchallenged by any reputable ecpnomist 
until the Keynesian revolutionel9 
In the General Theory, the principal argument was that 
the classic.al doctrine or employment was a special theory in 
contrast to his general theoryo That is, the classicists 
maintained that economic forces created full employment and 
equilibrium. This Keynes saic], was a special situation.. But, 
argued Keynes, equilibrium could be maintained at less than 
full employment; the trouble could be created by somethint; 
other than lack or balance. Thus, there were factors other 
than economic ones that had to be considered ~1' full employment 
were to be maintained. This means that the natural mechanism 
had to be supplemented with other devices such as ~overnment 
spendin~, rate or interest ~ontrol, a partial control of' . 
·investment, and a raising or the propensity to consume by a 
d t . . . l"t 20 re uc lOn ln lnequa l y~ 
19 Hayes, QI?_·• cit., pp. 133 .... 135.· 
20 Loc. cit. 
11 
Keynes' argument rocked the foundations of the classical 
school. It shifted emphasis from micro to macro economics ~ 
from the individual to the ~roup. His arguments led to the 
conclusions propounded by underconsumptionists a century 
before him .. Theindividual could not save beyond a certain 
point. Saving would reduce incomes as soon as investments 
lagged. (This is in opposition to the underconsumptionist 
view which states that savings reduces incomes as soon as 
consumption lags.) Keynes was saying, as did. the undercon-
sumptionists, that thrift had to cease being a virtue; it was 
a sin. Waste was placed at a premium. Waste by hifh income 
~roups, or by the nation as a whole at time of war, would keep 
the lower income groups employed.21 
Keynes states that his analysis centers upon three 
independent variables~ the propensity to consume, the marginal 
efficiency of capital, and the rate of interest.22 The 
propensity to 'consume,. a functional relationship between "a 
given level of income in terms of wage-units, and ~he expend-
itures on consumption out of that level of income," 23 de.,. 
termines the amounts that will be saved. It also determines 
the efficiency of capital - return over costs ~ on further 
investment because the volume of investment is related to the 
21 Ibid., pp. 136~138 • 
. . --
22 Keynes, op. ,cit.:, pp. 245-246. 
23 Ibid., p. 91. 
12 
rate at which savings may be obtained.. Theref'ore, says Keynes, 
given a propensity to consume which is less than one (this 
necessitates a propensity to save), the runount of' investment 
would determine the levels of employment. The volume of' 
employment determines the income f'or the f'ollowing period, . 
and thus the subsequent savin~s.24 
Keynes said that the marginal propensity to consume 
decreases relatively as incomes increase. This means that 
savings increase as incomes increase,. and the maintenance of 
employment becomes increasingly dif'f'icult because increased 
investments are required for its maintenance. The eff'iciency 
of capital declines as investments are increased and it 
eventually becomes unprofitable to carry on investment. The 
interest rate is involved in this problem of' the ef'f'iciency of 
capital; Keynes says that the lower it is, caeteris paribus, 
the f'urther investments will be extended.25 
. . 
The Keynesian view of' interest was at variance with 
that of' the classical approach. Keynes said that the interest 
rate was an amount paid in order to overcome liquidity 
pref'erence ~ the desire for cash holdings. The classical view 
was that the rate of' interest equaled the demand and supply 
of savin~s. His argument in respect to employment is also 
24 Ibid., p. 266. 
25 Ibid .. , pp. 267 .-..269. 
13 
contrary .to classical thinking. He maintains that wa~e cuts 
cannot increase effective demand but, in fact, will reduce it 
since income is reduced.26 
Although the Keynesian argument contains .much, as will 
be shown in subsequent chapters, that may be considered as an 
underconsumption approach, his espousal of underconsumption 
pos~tions does not make him an underconsumptionist, as indeed, 
he is not. The principle difference between him and under-
consumptionists is, 'in part, a matter of emphasis. Keynesians 
stress investment which is not consumed. The underconsump-
tionists emphasize consumin~ which is not invested. rrThe 
difference, however, is more than a matter of emphasis. tr 27 
Keynesians hold that the real cause of unemployment is a lack 
of investment~ The underconsumptionists maintain that it is 
caused by a lack of consumption. The remedy for unemployment, 
says Keynes, is a continuous increase in investment. Under-
consumptionists regard this as impossible. They hold that 
rrthe very condition that makes investment necessary if we are 
to bave employment ""namely, lack of consumption- prevents 
additional investments from being profitable." 28 If 
investments are continued, the situation is aggravated because 
in followin~ periods an increased output will result. 
26 Ibid., pp. 270-271. 
27 Hayes, op. cit., p. 144. 
28 Ibid., p. 142. 
14 
ttAn already overcrowded market will be still further crowded 
with thin~s that cannot be sola.29 
Furthermore, in opposition to the Keynesian view, 
underconsumptionists maintain that the mar~inal efficiency of 
investment falls below zero, even thour~ the interest rate 
which is being forced down e~tends for a while a period of 
prosperity. Low rates do not continue it indefinitely because 
money is saved rather than used in consumption. The under~ 
consumpti onists declare· t.ha t ttconsumpti on is ·the head of the 
problem; investment is its tail. 1t 30 
Today Alvin H. Hansen is the leading expon.ent in the 
United States of the Keynesian viewpoint. He advocates a 
stagnationist position ~a mature economy where there are 
relatively fewer investment opportunities than heretofore. He 
proposes what he calls a dual economy = a combination of 
~overnmen t and business activity - with an emp.b~ sis upon high 
consumption needs in order to reduce savin~s that are not 
invested. He, therefore, asks for more public works and other 
£Overnment investment. This would necessitate, he feels, the 
use of ~overnment credit.31 
The difference between his position and the under-
consumptionists is· fundamentally like that of Keynes. He 
29 Ibid., p. 142. 
30 Loc. cit. 
31 A.H. Hansen~ Economic Policy and Full EmploJ~ent (New 
York: McGraw-Hill Book Company, Inc., 1947) pp. 81, 183. 
15 
emphasizes investment as the means of maintaining employment. 
ButJ unlike Keynes, in his early writings he opposed under-
consumption theory.32 He says that the 
Say~Ricardo school is fundamentally sound ••• The Lauderdale-
Malthus-8ismondi solution is logically untenable to any~ 
one who will take the pains to think the problem through 
to the end.33 · 
However, in a later wri tin~ he treats these same viJri ters in a 
more favorable li&ht and attribntes them with havin~, although. 
imperfectly stated, the vague concepts of the Keynesian de-
terminents of income and employment ~ the conswnption function 
and the mar,inal efficiency of capital sohedule.34 It is, 
therefore, seen that Hansen is chan~;inc; his once dogmatic 
position. In his Fiscal Policy and Business Cycles, he moved 
one step further to the underconsumption approach. He 
emphasiz.ed consumption's importance but saia. that nothint 
could be done about it. He says that one must raise con-
sumption, but all investment opportunities must be explored. 35 
~fuere the society is not dynamic, consumption assumes great 
importance in the achievement of full employment. 36 So,, it 
32 A.H. Hansen, Business Cycle Theory: (Boston: Ginn and 
Company, 1927). 
33 Ibid., p. 60. 
34 A.H. Hansen, Business Ctcles and National Income, 
op. cit., pp. 229, 240-246, 25~. 
35 A.H. Hansen, Fiscal Policy and Business Cycles (New 
York: w ... w. Norton and Company, 1941) p .. 249. 
36 Ibid., p. 229; 
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is seen that Hansen, too, is more and more stressing consumption 
and thus helpin~ to achieve n:rull understanding ..• o:r what has 
hereto:rore been hid in dark corners.n37 
IV 
Hansen's work, then, and even more so the Keynesian 
revolution, have made underconsumption theories respectabl~. 
But, they have done more than this; they have also contributed 
to the inte~ration of' many theories of' the business cycle 
into what is now considered by many economists as a mod~rn 
business cycle approach. In the discussion of' underconsumption-
ism, this thesis indicates that. underconsumption theories 
anticipated the modern business cycle tools which form this 
inte~rated c:ycle theory. They did not have them;: they 
approached them. There:rore, it will be shown that under~ 
consumptionists were not only ri~ht in their savin«,s position 
but that they were also on the right track in respect to 
business cycle theory~38 
This modern business cycle approach synthesizes the 
various and seemingly conflicting opinions of' business cycle 
theorists. It is 11 a theory which at one stroke takes 
cognizance of' the role of money, the role o:r investment., and 
the role 6f consumption .. n39 The tools which inte{lrate these 
37 Hayes, op. cit., p. 145. 
38 c:r. introduction. 
39 Hansen, Ibid., p. 491. 
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II 
are! the marginal efficiency schedule in relation to the rate 
of interest, and the role of the investment multiplier which 
is based upon the consumption function.40 The third tool is 
the principle of acceleration, i.e., the effect of chan~e in 
income in respect to the rate of investment~ 
The efficiency of capital is the expected rate of return 
over cost. The mar~inal efficiency is the hi~hest rate of 
return over cost derived or expected from adding one more unit 
of that type of asset.. The ma.r~inal efficiency schedule is a 
schedule which shows by how much investment in the schedule 
will have to increase within the period in order that its 
marginal efficiency should fall to any given figure.. These 
schedules are ag~re~ated for different types of capital, in 
order to "provide a s.chedule relatin{f; the rate of aggre~ate 
investment to the correspondin~ mar~inal efficienpy of capital 
in t!:eneral which that rate of investment will establish.nlt.l 
The schedule shows that the volume of investment is affected 
by chan~es in. 
(a) the expected yields or returns from additional 
increments of investment, (b) the cost of additional 
40 The credit for the concept of formin~ the consumption 
function is usually attributed to Keynes, but it mu~t.be noted 
that it has had a lon~ history of development and it is 
usually considered as descendent from Marshall" Pi~ou~ Laving""' 
ton,. Robertson and Kahn. (Hicks, .£2.•· cit., PP• 1-5)• The · 
schedule of the mar~inal efficiency.of capital is usually 
attributed to Wicksell, and Keynes (Hansen, Business Cycles 
and National Income, op. cit., p,. 491). The credit for the 
principle of acceleration l.S often attributed to A:ftalion, 
?i~ou, and Clark (Ibid ... , p. 491). 
41 Keynes, The General Theory, Ibid., p. 136. 
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increments of investment, and finally (c} the rate 
of interest.4l 
The consumption function is also spoken of in terms· of a 
schedule, a schedule which shows expenditures of consumers 
goods at various sustained levels of income. It is by means 
of this schedule that Keynes indicates that as income rises, 
consumption also increases, but at a slower rate than income. 
He uses it in conjunction with the multiplier -the magnified 
~ffect of an increment of investment upon income - to show 
the relation of fluctuations in investment to fluctuations in 
income~42 It is with the consumption function that Keynes 
made his ~reatest contribution to undercons umption theory and 
to business cycle theory.43 
The principle of acceleration is the principle of 
derived demand; it is "the multiple by which investment is 
increased for each dollar of increase in income.n44 
The tools operate in the following manner: The 
consumption function sets a limit upon expansion because as 
full employment is approached, there will be a widenin& of 
the ~ap between consumption and investment (savin~s}. In the 
41 Hansen, ~~ cit:., I>· l4Lb 
42 Ibid., p. 171. 
43 Keynest theory is a theory of unemployment and of 
itself, it is said (see J. Hicks, Trade Cycles (Oxford: 
Clarendon Press, 1951) pp. l'"-10}, cannot explain the 
fluctuations of the business cycle. His theories of the 
marginal efficiency schedule and the consumption function when 
added 'to the acceleration principle do explain bus.iness 
fluctuations. 
44- Qp. cit • p.. 17 3" 
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first sta~es of expansion, after existing plant and equipment 
has been utilized, new investment increases rapidly, and 
tends to flatten out as full employment is reached. The 
acceleration principle creates a decreased induced investment. 
This is so because investment depends upon increasing facil-
ities at an increasin~ rate. Furthermore, autonomous 
investment - investment which is not dependent upon income 
and comes from outside the economy ~ sets up the induced 
investment ~ increased investment due to increased income 
eventually exhausts i tsel.f because of diminishing returns. 
In the expansion stages autonomous and induced investment 
could and does fill in the gap between consumption and income. 
But, once investment catches ·up with growth (it goes beyond 
it for a period).a point of inflection is reached and induced 
and autonomous investment fall. When investment falls, income 
decreases with it, but by a magnified amount (an amount which 
is determined by the multiplier and accelerator co-
efficient) •. In the depression period; a continuous cumulative 
downwar& movement cannot take place, because of the 
consumption function. Consumption falls at a rate which is 
less than income. Furthermore, the contraction forces are 
weakened by the principle of deacceleration and technical 
achievements often open up new opportunities for investment. 
Opportunities are also opened up by the depleation of 
inventories and capital equipment. 
It has been shown that there are self~limiting factors 
20 
which prohibit cumulative expansion. So, the marginal 
efficiency of capital schedule, the principle of derived 
demand, and the consumption function explain expansion, 
recession, contraction and revival.45 
Underconsumption theories have always focused their 
attention upon what is now termed the consumption function. 
Howev.er, this thesis will show. that they did not exclude the 
other two tools. Stnce the Keynesian revolution writers have 
said that underconsumption theories are able to explain 
business cycle fluctuations.~6 D. Hamber~, for example, sets 
up the following analysis as a criterion for the explanation 
of business cycles by means of the underconsumption approach: 
In a period of revival, 8XJ?,ansion in the capital goods 
industries is brou~ht about from funds which come out of 
savings and credit. ~he time la~ between production and 
consumption causes prices to rise.as consumers, with their 
increased incomes, bid for the goods which are still relatively 
scarce because of the depletion during the depression period. 
The resultant price inflation stimulates investment. (The 
marginal efficiency of ca.pi tal a.nd the principle of 
acceleration are at wor~·here.)47 
45 A. H. Hansen, Business Cycles and National Income, 
.21?.· cit., pp. 489-498. ,_, 
L1-6 Amon~ the writers are: D. Hamberg, Business Cycles (New 
York: The :.!acmillan Company, 1951), L.R .. Klein, The Keynesian 
Revolution,{New York: The Macmillan Company, 194~ and 
Hayes,. ££_. cit. , 
47 Hamber~ cit., p .. 250. 
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However, once the process of production are completed, 
the volume of consumer goods output will spurt far beyond 
the capacity of the economyto absorb it.48 
A ~lut will result because of a lack of effective demand 
created by decreased purchasing power (here all three tools 
are at work). The depression follows because as prices 
fell, profit margins were wiped out, and output had to be 
curtailed. 
Before proceedin~ to 'the next chapter, it should be 
reiterated that the selected underconsumption theories are 
characterized by their feeling that investment outruns 
consumption in the existin~ structure of the capitalistic 
system. The panacea is to increase consumption. There are, 
as indicated in this chapter, two varieties - that which 
advocates increasing consumption by increasine; the share of 
income by a redistribution process, and that which wculd 
increase income by monetary expedients. In the. latter part 
of this chapter it was indicated that Keynes was distin~uished 
from the group in respee.t to the effects of raisin~ 
consumption. It was seen that his emphasis is upon investment 
while that of the underconsumptionists is upon consumption. 
The writers, as will be shown in the treatment of John Hobson 
and William Foster and Waddell Catchings, anticipated the . 
modern business cycle tools. They were on the right track, 
but they did not make use of these tools. 
48 Ibid., p. 250. 
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CHAPTER II 
EARLY UNDERCONSUMPTION POSITIONS 
In this chapter some of the arguments advanced in 
the preceding chapter are to be further clarified by 
considering their relationship to positions advocated by 
selected writers who have advanced the underconsumption view. 
However, before this is done in section II, section I 
discusses the principle arguments used by classicists in their 
attempts to discredit underconsumption positions. This pro-
cedure is adopted because underconsumption writers and theories 
attempt to discredit all of these classical approaches in 
advancing their argument. These, then, are the basic nrono-
sitions which must be invalidated if underconsumption theories 
are to be accepted. By stating them here in a group, the 
necessity of elaborately considering them as each writer is 
discussed, is avoided. 
In section II, the writers selected-Malthus, Sismondi, 
and Lauderdale -will be considered in the.light of what has 
been discussed in Chapter I and in sections I and II of this 
chapter. The theories of these selected writers are repre-
sentative of all early underconsumption approaches and in them 
is to be found the seeds for the modern underconsumption 
approach which is presented in Chanters III and IV. 
I 
In the previous chapter it was indicated that the 
- classicists held the view that there was a natural harmony 
and balance of economic forces in a laissez-faire society 
which prevented depression and unemployment. Because of this 
argument, underconsumption theories were not only impossible 
but preposterous. They had to be, as was indicated by Say's 
Lavv of Markets which has been the theory used to silence all 
critics of the market process. 1 Say 1 s Law stated that the 
production of goods created a demand for other goods. When 
production was increased, demand was also increased, and 
overproduction and glutting of the markets could not occur. 
It is worth while to remark, that a product is no sooner 
created, than it, from that instant, affords a market 
for other products to the full extent of its own value.2 
Therefore, supply not only created demand, it is 
demand, and market gluts were out of the ouestion. This 
summary of say 1 s Law indicates that he considered commerce 
as barter) lvioney was a medium of exchange and its ultimate 
object is the purchase of goods. The argument, as may readily 
be seen must break down if, as Keynes said, money was to be 
held as money,- if an individual had a liquidity preference. 
It was this argument of Sayts that underwent much criticism, 
1 H.G. Hayes, Spending, Saving, and Employment (New 
York; Alfred A. Knopf, 1947) p. 153. 
2 J.B. Say, ~Treatise on Political Economy; or the 
Production, Distribution, and Consumption of Wealth 
(Translated from the Fourth Edition of the French by 
C.R. Prinse~) (London: Longman, Hurst, Rees, Orme, and 
Brown, 1921) Volume I, p. 167. 
3 Ibid., pp. 162-182. 
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as will be illustrated, at the hands of the underconsumntion-
ists.4 
Another criticism directed towards the classical 
school by the underconsumptionists is that Say's Law imDlies 
that human wants are insatiable. 
This was the fundamental reason, as seen by Say and 
other early economists as well as by later ones, why 
markets could not be oversupplied. Human beings can 
never be s~tisfied; they always want more goods or 
services. Hence they will never hoard money; they will 
ah'IJays exchange their products, or the money received 
for them, for other products. This, of course, is not 
so. Consumption wants can be satiated. At least 
capital goo~s, savings, ~re_every day preferred by 
thousands of persons to bigger houses, or more servants, 
or picnics. People do not always and forever want more jam on their bread.5 
Keynes also ·attempts to refute this classical argument 
by saying that there are many reasons why wants are not 
insatiable. He says there are many factors which influence 
an individual's liquidity preference -
the Income-motive, the Business-motive, the Precautionary-
motive and the Speculative-motive •.. These ... motives 
might be called motives of Precaution, Foresight, 
Calculation, Improvement, Independence, Enterprise, 
Pride and Avarice. And we could also draw up a 
corresponding list of motives to consumption such as 
Enjoyment, Shortsightedness, generosity, Miscalculation, 
Ostentation and Extravagance. 
4 Hayes, Op. cit., pp. 153-154. 
5 Ibid., p. 155. 
6 J.M. Keynes, The General Theory of Employment Interest 
and Money (New York-:--Harcourt, Brace and Company, 1950) 
P.l08. 
There are also motives for industry: (l) the enterprise 
motive - to provide for future investment'without floating 
bonds and/or stocks upon the market, (2) the liquidity motive -
to have readily available cash so'as to meet emergencies, 
depressions, etc., (3) the improvement motive- to create a 
gradually increasing income, (4) the financial prudence 
motive - to overvalue depreciation so as to provide for 
possible errors of judgment in obsolescence. 
Apart from the 'above (considered as positive savings) 
there is what Keynes calls negative savings: savings for: 
old age, and social security. The. strength of posi~ive or 
negative savings depends upon customs, mores, the present 
distribution of wealth, standards of living, etc.7 
A furthur argument used by orthodox economists in 
their attempt to discredit· underconsumption theories is that 
a lack of purchasing power is not possible because the buying 
power of the rich which is not used is transferred to the 
poor classes through wages and thus consumer purchasing power 
is adequate.$ JohnS. Mill, for example, declares that when 
the rich classes 
turn their income into capital, they do not thereby 
annihilate their power of consumption; they do but 
transfer it from themselves to the laborers to whom 
7 Ibid., p. 108. 
8 Ibid., P. 109. 
they give employment ... gvery addition to capital gives to 
labor either additional employment or additional remuner-
ation.9 
The underconsumptionists retort that this is not so. 
nThe rich no more transfer their consuming power to the poor 
than do the poor transfer theirs to the rich.n10 A certain 
portion of money income is given to each. 
If the rich get one fifth and the poor four fifths 
respectively of the total product if continuity in 
production is to be maintained. There is no transfer, 
and there can be no transfer other than in the form of 
a gift, unless by 'transference' is meant the process 
by which money passes from one person to another. But 
by this definition every exchange becomes a transfer, 
and the term used by Mill ..• becomrr meaningless because 
of lack of special applicability. 
Over the long-run, there would be validity to the classical 
position as expressed by Mill if savings by the rich created 
capital goods which would turn out goods for the poor. "This 
will, although perhaps not until a depression has intervened, 
tend to mean that consumption goods have been transferred 
from the richer to the poorer group.nl2 All this has nothing 
to do with the immediate transference of purchasing power 
resulting from a curtailment of consumption and investment as 
said by :the classicists. "Unless money is given away, there 
is no complete transference.n13 
I 
9 J.S. Mill, Principles of Political Economy (Abridged by 
J.L. Laughlin, New York: D. Appleton and Company, 1884) p. 77 
10 Hayes, Op. Cit., p. 159. 
ll Ibid., p. 160. 
12 Ibid., p. 161 
13 Ibid., P· 162 
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The rich, then, accumulate a surplus, some of which is 
not transferred to workers. 
The funds of the rich do not consist of command over 
consumables for the poor any more than do the funds of 
the poor consist of command over factories and yachts 
for the rich. Each of the two groups, the rich and the 
poor, wherever the line be drawn, can only command 
products and services equal in money value to its money 
income, except by purchases on credit. If either group 
fails to take from the market, in producer or consumer 
goods and services or both, the share of the total 
produce equivalent to its money income, employment cannot 
be maintained.l4 
The classicists have also used the balance or harmony 
theorem to combat underconsumption arguments. They said that 
prices were flexible and therefore a glutting of the market 
was impossible. The trouble that does result, arises out of 
the rigidity of prices and wage rates. (This matter will be 
more elaborately discussed in the consideration of Hobson's 
position.) "Price-cutting medicine has not and cannot cure 
the market congestion to which our savings practices make 
us heir. 1 5 
The above, then, are the main arguments employed by 
classicists in order to refute underconsumption theories, 
and the springboard from which underconsumptionists attack 
the orthodox economists. The underconsumptionists also were 
at variance 'IIi th the classical school in regard to the methods 
which they proposed in combating glutted markets as will be 
14 Ibid., p. 163 
15 Loc. Cit. 
28 
indicated in the review of their theories. The classicists 
claimed that there was no general glutting of markets, and 
therefore there was no need for proposals to combat something 
which did not exist. On the other hand, the underconsumption-
ists, who maintained that investment outruns consumption in 
the existing system and therefore caused ineffectual demand, 
said the only way out was to increase consumption. There are 
two overall methods which will accomplish this. The distri-
bution school attempts to increase the share of income while 
the monetary school emphasizes monetary manipulation. 
Although the schools emphasize different aspects, their 
proposals are fundamentally the same and none are at variance 
with each other. 
The monetary school, for example, would stress the 
extension of credit as the factor which would prolong 
prosperity. In prosperity periods, savings increases and, 
therefore, must be offset by credit in order that consumer 
goods be purchased. Of course, underconsumptionists do 
maintain that credit creation could be abused as will be 
illustrated in the discussion of W. Foster and W. Catchings 
whose theories are representative of the modern monetary 
underconsumption approach.l6 
Another method, one advocated primarily by the 
16 Hayes, Op. Cit., p. 47 
.................. ------------------~---
distribution school, is the selling of more goods abroad than 
are purchased. This permits an exporting of unemployment. 
It is restrictive however because of abortive tariffs. 
A third method (stressed by both schools) would be to 
reduce prices without interfering with profit margins. This 
speeds up consumption and lessens savings at the same time. 
Of course, the limitation of this, say the underconsumption-
ists, is that prices cannot be cut indefinitely. 
Increasing wages would be a fourth method, and this 
is advocated by both schools. Giving more to consumers will 
decrease savings (they assume that most of the additional 
income will be spent) and increase consumption. This would 
be the result, they say, if investment is not discouraged. 
A fifth factor would be the adoption of a low interest 
rate. Both schools agree to this and say that this policy 
would be especially helpful in the construction industry. 
Furthermore, it also has a slight tendency of decreasing 
savings. 
As a sixth proposal, both schools are in agreement 
that a certain amount of capital goods obsolescence should 
be incouraged because the replacement of this type of 
equipment would encourage spending and thus decrease saving. 
The,final argument, and the seventh factor, presented 
here, is the most widely emphasized by both schools and 
Key~esians. They say that the government should carry on 
expenditures and actions which could reduce ineffective 
demand. They advocate such measures as progressive taxation, 
public works, government participation in industry, old age 
assistance, and social security. 17 
Now that the proposals advanced by underconsumptionists 
and the springboard from which they attempt to refute the 
classicists has been presented, these will be further 
clarified by indicating their relationship to the writers who 
advanced these views. The remainder of this chapter considers 
the early underconsumption writers, Malthus, Sismondi, and 
Lauderdale. 
II 
It is the purpose of this section to consider some of 
the early underconsumption writers, Malthus, Sismondi, and 
Lauderdale,l8 in order to indicate that they maintained that 
17 The source material for the underconsumption proposals 
is: Hayes, 2£. Cit., pp. 48-59. · 
18 The theories of Rodbertus and Marx have not been 
discussed because many of them are borrowed from Sismondi. 
Rodbertus had an exploitation theory. Labor was the source of 
wealth and all other factors were deducted from it. 
Productivity was increasing and yet labor 1 s wages were de-
creasing because of the Iron Law of Wages. The inability to 
purchase, created by lack of effective demand, resulted in 
overproduction and crisis. The decline in labor 1 s share, 
therefore, must be prevented. ~~rx merely developed this 
theory into the inherent disharmonies of capitalism and 
prophesied that savings would become concentrated in the hands 
of the bourgeousie because more was taken away from the 
proletariat. This concentration caused crises which could 
become more and more severe and would lead to the eventual 
downfall of capitalism. (D. Hamberg, Business Cycles 
(New York: The Macmillan Company, 1947) p. 247. 
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consumption in the existing economy cannot keep up with 
investment and that the answer to the problem of ineffective 
demand which it creates is to adopt the proposals of the 
distributive school which were presented in the preceding 
section of this chapter. Furthermore, their influence upon 
business cycle theory is also noted. 
'l'hese writers were selected because they are repre-
sentative of the early underconsumption school, and because 
they had a marked influence, as is to be indicated in the 
following two chapters, upon modern underconsumption and 
business cycle theory. 
Classical economics did not preoccupy itself with 
business cycles which, according to Sayts Law of Markets did 
not exist. As has been seen, it was concerned with long-run 
and natural state conceptions. The search, then, for an 
explanation of crises and then eventually business cycles was 
carried on by the critics of the classicists. This is what 
Keynes had in mind when in his discussion of Malthus he said, 
If only l•1althus, instead of Ricardo, had been the parent 
stem from which nineteenth-century economics proceeded, 
what a much wiser and richer place the 'l.vorld would be 
to-day! We have laboriously to rediscover and force 
through the obscuring envelopes of our misguided education 
which should never have ceased to be obvious.l9 
Malthus, as Keynes had stated, ·was truly a great 
economist. He was also one of the most outstanding under-
19 J. M. Keynes, Essays in Biography (New York: Harcourt, 
Brace and Company, 1933) pp. l 
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consumptionists. His social and economic thought centered 
about the theory of population which, in relation to the, 
theory of rent, is a potent phase of classical thinking. His 
underconsumption position is manifest in his theories of 
population, value, and distribution of wealth. 
The theory of population states that population is 
limited by the means of subsistence and will increase when 
subsistence increases, if not restricted by vigorous positive 
and preventive checks. Expressed in terms of J.\llalthust now 
famous and controversial formula, population increases 
geometrically while subsistence increases progressively. 
Ivialthus 1 theory of population, together with his theory 
of value (labor-commanded theory) formed the nucellus from 
which to criticize Adam Smithts "ouantity of labor commanded" 
theory of value. The notable departure from Smith's position 
was in Malthus 1 rejection that value was measured by prices 
which vrere made up of the factors of production and could be 
measured by labor commanded. While Smith used the theory of 
value which measures price, social income, and social output, 
lJialthus used it as a measure of demand for a commodity. 
Smith's theory, therefore, was used as a long-term index of 
changes in the wealth of nations, while Malthus 1 was used as 
an explanation of his glut theory.20 
20 H. Myint, Theories of Welfare Economics (Cambrid?-;e: 
Harvard University Press, 1948) p. 43. 
................ --------------------~----
e. 
It may be seen, that the classicists were interested in 
long-run equilibrium, and that I'1Ialthus preoccupied himself 
with the short-run where, according to the value of natural 
and market prices, prices were determined by demand and supply. 
Ivlalthus disregarded this and maintained that costs influence 
prices because their payment creates a continued supply as 
long as there is a demand for them. However, and this is a 
major point of departure, if costs did rise, without a com-
mensurate rise in demand, the commodity in question would not 
be produced. This discussion involves the intensity of demand, 
and the extent of demand. The former is the Marshallian 
concept where demand equates supply at equilibrium, whi•l;e the 
latter is concerned with the desire and ability to purchase.21 
Effective demand, therefore, rests unon the intensity 
of demand which calls for the adaptation of production to the 
desires of the consumers in suitable quantities. If there is 
a proper proportion in the things desired, the value of 
national income will rise, and proper allocation will result. 
Intensity of demand measures and pre-supposes adequate 
purchasing power. This concept led to MalthusT vigorous OPPO-
sition of the classical position that the value of commodities 
could not fall belovv the value embodied in its own production. 
Classicists maintained that capital formation always increased 
21 Ibid. , p. 44 
the wealth of a nation since the new investment involved a 
quantity of labor, which under any circumstance, would beget 
its own equival$nt wealth. Malthus, on the other hand, said 
that beyond a certain point, savings would call for less labor 
than originally used in its production. "The value of social 
output would be less than its cost of production.n22 
This position opposed the classical theory that savings 
under any circumstance created wealth. The classicists, 
contended Malthus in support of his theory, were concerned with 
long-term movements and did not stop to determine what 
occurred in the short-run process of expansion, "and whether 
the motive power of expansion might not break down before the 
extreme limit of the stationary equilibrium is reached.n23 
The classicists considered the supply for labor elastic 
as it would increase whenever the demand for it increased. 
But Malthus maintained that there was a time-lag in the ability 
to supply labor, and that at any one time there was an existing 
level of technique which was marked by the full employment of 
the prevailing labor supply. Capital accumulation could not 
increase faster than population and, therefore, the system was 
not self-adjusti~g. (Here in affect is an explanation of the 
downward turn of the business-cycle - the excess of investment 
over the existinglevel of technique and growth factors. 
22 Ibid., p. 46. 
23 Lee. Cit. 
As will. be seen, Hobson's underconsumption approach is 
predicated upon this concept which he terms as the "right 
ratio.n 
Malthus 1 conce~t of effective demand developed from the 
above argument which he attempted to prove (in his mind) by 
attacking Ricardo's theory of value. 24 Malthus stressed that 
value really depended upon the esteem in which goods are held 
by the parties "based on the desire to possess and difficulty 
of ~ossession.n 25 
Malthus defined effective demand as the desire and the 
ability to pay for the produced goods. If it existed, the 
economic system would function more smoothly. Production 
could be maintained only if the producer realized that he could 
sell his product at a price above cost plus profit. Now 
laborers, because of the operation of the theory of population, 
are paid subsistence wages. They get "less than the sum of 
the values of their products.n 26 
24 Ricardo's theory states that value was determined by 
labor plus the added stored-up labor of the least productive 
producer, and was determined by monopoly price and comparative 
costs of international trade. 
25 J .Ivi. Ferguson, Landmarks of Economic Thought (New York! 
Longmans, Green and Company, Inc~ 1938) p. 282. 
26 E. Roll, A History of Economic Thought (New York: 
McGraw Hill Book Company, Inc., 1950) p. JO. 
The capitalist therefore could never realize his profit and, 
despite Ricardo and the classicists, there could not be con-
tinuous production unless an unproductive class of consumers 
existed. 1\lfaintenance of this class would uphold the value of 
the product, since it does not contribute to the factors of 
production. It is absolutely necessary that a country with 
great powers of production should ~ossess a body of unpro-
ductive consumers, for this tertiary group creates an equality 
between production and consumption.27 
Support of unproductive consumers would come from 
savings which are in excess of growth requirements. The 
amount that could be spent on this class depends upon a 
nationts productive capacity. In primitive societies where 
there is a low productivity and the marginal propensity to 
consume is near one, the population of the entire nation 
would be required for production. But, in nations where there 
is a large surplus of labor after the needs of the community 
are provided for, there should be a class of unproductive 
consumers. Employment, furthermore, must be Provided for this 
class so that those in it do not lack purchasing power. Other-
wise, their lack of effective demand would create unemployment 
of the productive laborers, and the glut would occur. 
To overcome the possibility of a glut Malthus drew 
a distinction between consumption in the form of 
27 T.R. Malthus, Principles of Political Economy (London: 
John Murray, 1920) p. 357. 
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'material luxuries' and consumption in the form of 
desired personal services. The former although 
catering for 'unproductive consumption' involves 
the problem of disposing of the output, of creating 
a sufficient Effective Demand, while the personal 
services are consumed directly as they are produced, 
leaving no physical output behind.28 
r~Iaterial lm,_'Uries consumption increases the annual produce 
but may not create matching value, and direct personal services 
consumption creates value but does not increase physical pro-
duction. An increase in value and output are requirements 
for economic progress, and these may come about if there is a 
correct balance between productive and unproductive consumers?9 
These unproductive consumers, whose function was to 
exercise a demand which was not balanced by production, were 
menial servants, statesmen, lawyers, soldiers, etc., and 
unless they were maintained the capitalistic system created a 
crisis, because of the resultant underconsumption and glutted 
markets. 
It may be seen that the underconsumption position of 
Malthus develops from his unproductive consumer thesis; with-
out this class excessive savings results~ This grows out of 
the "behaviour patterns with respect to savings in relation 
to the capital requirements of the society."30 
28 Myint, op. cit., p. 48. 
29 Ibid. , pp. Lr0-48 • 
30 A.H. Hansen, Business Cycles and National Income (New 
York: W.W. Norton and Company, Inc~, 1951) p. 247. 
However it is not to be assumed that savings, or even 
a temporary decrease in consumption - in the short-run - is 
harmful. On the contrary, a nation's growth is hindered by a 
lack of capital which was created by extravagent spending. 
But, a nation could not, on the other hand prosper by in-
definite accumulation of capital resulting from decreased con-
sumption. "The accumulation of capital beyond a certain point 
must appear at once to be perfectly futile.n3l 
This savings beyond a certain point concept is a corner-
stone of Malthus' (and underconsumption) theory, and will be 
later compared to the Hobsonian discussion of savings; it is 
now to be noted that Malthus, like Hobspn, was not an out-and-
out opponent of savings. His theory that savings, if carried 
too far, would create a lack of effective demand is expressed 
in the following letter which he sent to Ricardo on July 7, 
1921: 
... I distinctly maintain that an attempt to accumulate 
very rapidly which necessarily implies a considerable 
diminution of unproductive consumption, by greatly im-
pairing the usual motives to production must prematurely 
check the progress of wealth. This surely is the great 
practical question, and not whether'we ought to call the 
sort of stagnation which would be t.hus occasioned a glut. 
That I hold to be a matter of very subordinate importance. 
But if it be true that an attempt to accumulate very 
rapidly will oceasion such a division between labour and 
profits as almost to destroy both the motive and the 
power of future accumulation and consequently the power 
of maintaining and employing an increasing population, 
must it not be acknowledged that such an attempt to 
31 Malthus, op. cit., p. 372. 
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accumulate, or that saving too much, may be really preju-
dicial to a country.32 
To the classicists, savings or increasing accumulation 
added to the wealth of the nation, but ~!talthus said that 
population could not grow fast enough to absorb the increase. 
Therefore, the demand for wage goods was inelastic. If ad-
ditional saving was directed to an expansion of wage goods 
then the glut would appear and become intensified. The answer 
(in opposition to the positions of Launderdale and Sismondi) 
was to decrease savings via the unproductive consumer thesis.33 
Ilfialthus, as would Keynes, would solve the problem of 
depression by first attempting to increase income. An in-
crease in national income would result, because of the added 
income, in an increase in the consumption function. Income 
distribution becomes of primary importance in the Malthusian 
doctrine. If the means of distributing income were adapted 
ttto the wants, tastes and powers of the consumers . • . there 
can be no doubt that a great increase in the value of the 
whole produce would follow.n34 
Distribution of landed properties would help but not 
solve the problem of ineffective demand. On the other hand, 
Lauderdale and Sismondi maintained that a redistribution would 
32 Keynes, Essays in Biography, op. cit., pp. 142-143. 
33 Malthus, op. cit., p. 412. 
3 4 Ibid. , p. 414 
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solve it.35 Increasing the unproductive class, and internal 
and external trade would be steps of Primary importance in 
mitigating and eliminating a lack of effective demand. In 
reference to trade :Mal thus said, 
The new distribution of produce •.. by glvlng us 
commodities much better suited to our wants and tastes 
than those sent away, had decidedly increased the 
exchangeable value of our possessions, our means of 
enjoyment, and our vJealth.36 
Malthus 1 exposition left many imPlications, some of 
vrhich were taken up and more fully elaborated upon by Sismonde 
de Sismondi. Because the theories of the two heretics are 
much alike, very little time will be devoted to Sismondi 1 s 
position, and the remainder of the chapter will be concerned 
with Lauderdale 1 s theories which' are somewhat different from 
both the positions of the Genevese writer and Malthus. 
Sismondi 1 s theory of underconsumption was formulated 
upon a descriptive record of the crisis based upon investi-
gation of actual activity in the complex industrial world. 
He made the observation that in a land of laissez-faire where 
there was freedom of production, people could not purchase 
needed goods.37 His explanation of crises was overproduction 
and underconsumption. His analysis is based upon f.our 
conditions. His starting point is that knowledge of the market 
35 Roll, op. cit., p. 30. 
36 2£· cit., p. 462. 
37 W.C. Mitchell, Business Cycles The Problem and Its 
Setting (New York: National Bureau of Economic Research, Inc., 
1927) p. 3 · 
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is imperfect. In a primitive economy, man valued and produced 
products in terms of their utility to him. But now, with the 
productive technique, the situation is reversed and there is no 
knowledge of markets. The producer is ignorant of tastes, 
purchasing power, and demand. Cost in relation to production 
determines what will and will not be produced. High returns 
over cost encourage production, for increasing profits is a 
strong desire. Since all producers are trying to maximize 
profits, no one is aware of the others activity and the market 
becomes glutted. 
Secondly, an unequal distribution aggravates the 
situation. Incomes of wage earners are being reduced to 
subsistence on one hand and the wealthy increase their savings 
and power on the other. The reason for the rnaldistribution is 
that ovmers of private property have the power to demand some 
of the value of labors production, and subsistence levels are ai 
inevitable result of workers competing for jobs. Sisrnondi 
agrees with Malthus that the wealthy may use their surplus on 
luxury goods, but Sismondi says that foreign luxuries, ahd not 
horne luxuries, are more attractive. So in order to get rid of 
excessive production, foreign markets must be found. But 
foreign competition is severe and luxury outlets are slow in 
starting, so unemployment results, savings accumulates, and 
crisis moves in. 
The third argument used by Sisrnondi is that income in 
periods of activity is never sufficient enough to create 
J ? 
effective demand. The purchasing power of one year is the 
total income of the preceeding year. And, because machinery 
gluts the market the faster production increases, the greater 
will be the gap between this years production and last years 
income. 
The final, and fourth, factor is that in the capitalist 
economy consumers needs do not determine production. What 
determines it is the capital available for investment. In 
periods of prosperity the rich have an accumulated surplus 
which they often turn into productive goods for the creation 
of consumer goods where there is no market. 
Sismondi presented a number of remedies for the 
deplorable situation. Society, he said, was not in want of 
wealth alone; it needed legislators who would determine the 
rights and duties of its members. These legislators should 
create laws which would strive for more equality of distri-
buted wealth. A more equal distribution could be achieved by 
prohibiting the practice of primogeniture, and by the es-
tablishment of a progressive tax. Besides regulating wealth, 
the state could eliminate crises by controlling speculative 
production. Overproduction could be diminished by enlighten-
ing public opinion, discouraging new enterprise, checking new 
inventions, and controlling bank credit.38 
38 The source material for the last four paragraphs is: 
M. Tuan, Sismonde de Sismondi As An Economist (New York: 
Columbia University Press, 1927T pp. 68-83. 
Lauderdale's attempt, too, was to create a more eaual 
distribution in order to maintain an adequate effective demand. 
This endeavor, which at that time was considered extremely 
radical, did not escape the criticism of the classicists. But 
Lauderdale responded to the censure of the classicists and 
maintained that an individual 1 s capital is not enhanced only 
from what he saves from his yearly income, and that the same 
was true of all the individuals of a society. He contended 
that the capital of a society could not be associated with the 
total riches of the individual. On the contrary, these two 
were fundamentally opposed. There existed this antagonism 
between private and public wealth because of his interpre-
tation of value. Value was present in a commodity if, (1) it 
was desired by man because of its usefulness and desirability; 
(2) the commodity was scarce relative to human wants. There-
fore, value increased with scarcity, and decreased with 
abundance. Since the individual 1 s riches were increased by 
scarcity, argued Lauderdale, nthere must be an antagonism 
between public wealth and private riches, and the increase of 
the two must depend on different causes.u39 
The prevailing classical theory was that public wealth 
and private wealth were increased by savings. But, maintained 
39 A. Gray, The Development of Economic Doctrine (New 
York: Longmans, Green and Company, Inc., 1948) p. 194. 
Lauderdale, private riches created scarcity, and that common 
sense would revolt at the thought of increasing public wealth 
by creating the scarcity of a commodity needed by man.40 
England had accumulated a debt as a result of the 
Glorious Revolution, and a sinking fund to be worked off in 
forty years was advocated. Lauderdale was of the opinion that 
this would create a shrinkage of money and a decrease upon 
expenditures of goods and services thus creating undercon-
sumption because a disruption of the balance that must be 
maintained between saving and spending would result in over-
production of capital and underconsumption of the goods and 
services. While consumption was declining, capital formation 
would be increasing. This aggravates the situation because 
the demand for capital is dependent upon the demand for goods. 
This indicates that Lauderdale had a conception of the ac-
celerator principle.41 
Consumption limits the quantity of labor employed in 
the production of consumption industries, and therefore limits 
the amount of capital and employment that can be utilized. 
Savings, because of its limiting effect upon consumption, 
reduces the demand for labor which in turn reduces consumption. 
Thus it is evident that the payment of the public debt, by 
decreasing effective demand, has a reverse multiplier effect, 
40 Ibid., p. 19L~. 
41 Hansen, op. cit., p. 231. 
since the decreased demand creates a greater reduction in 
demand. 
The consequences . . . of a sudden curtailment in the 
consumption of certain articles . . . 1will not terminate 
there, 1 for, the producers of those articles having 1 less 
to bestow on their different enjoyments, the demand for 
other commodities must be by this means diminished, and 
that, in every case, to a greater degree than the amount 
of the sum which represents the demand abstracted 1 .42 
Lauderdale, as did Keynes at a later date, contended 
that initiative, and not parsimony, was responsible for an 
increase in real wealth. If capacity in investment has not 
been reached, savings are highly important, but when there are 
no outlets it diminishes effective demand and curtails enter-
prise. Capital in.terms of existing factors has its limits. 
When the limit has been reached, it can not be advantageously 
increased. Here is a concept of a schedule of diminishing 
marginal productivity. Lauderdale in presenting this argument 
is more penetrating than Sismondi who vaguely recognized that 
some advantages would be derived from savings and investment.43 
But, Lauderdale and Sismondi both agreed that if there 
existed a wide distribution of income, consumption would be 
increased. Lauderdale, however, went further for he main-
tained that the increased consumption would create an induced 
investment, and this would, in turn, cause capital accumu-
lation to reach its limit.44 
42 Ibid., P· 23 6. 
43 Ibid., P· 237. 
-
44 Ibid., P• 238. 
The distribution of factors, thought Lauderdale, 
determines the wealth of the nation and its people; it is 
not only responsible for what will be produced, but it also 
increases wealth by maintaining effective demand for these 
people. 
We have in Lauderdale the elements, however imperfectly 
stated, of two of the Keynesian determinants of income 
and employment: (l) the consumption function, and (2) 
the schedule of the marginal eff1ciency of capital. 
We have, moreover, a fairly good analysis of how fiscal 
policy affects the former, and how changes in technique 
affect the latter.45 
Lauderdale was unmistakingly an underconsumptionist, 
as was made evident by his laborious discussion of the debt 
retirement. Consumption would be curtailed if the government 
undertook a program of heavy taxation. Such a program would 
reduce investment because the consumption function has been 
reduced to a lower level. It could be pushed lower by in-
equality in income distribution. This in turn would reduce 
effective demand further. Therefore, all government policies 
should reflect the attempted achievement of increasing ef-
fective demand, and the attainment of a more equal distri-
bution of income.46 
Thus, Malthus, Lauderdale and Sismondi all agreed in 
principle that a lack of effective demand existed. Malthus 
and Sismondi had a somewhat similar approach, and Lauderdalets 
45 Ibid., p. 240. 
46 Loc. cit. 
differed. But, Lauderdale and Sismondi stressed distribution 
because social justice was their primary concern. Malthus 
perhaps stressed it because he attempted to justify the 
"unproductive" consumer. The conclusions were the same, but 
Lauderdale and Sismondi "began with a revolutionary aim; 
Malthus 1 theory could never become potentially socialist.uh7 
The position taken by these three heretics is considered to be 
the classical approach to underconsumptionism and the.,three 
writers belong to the more significant school of undercon-
sumption - the distribution school. 
Over the last two centuries, the question of distri-
bution has held much attention. One did not have to have 
empirical evidence in order to surmise that wealth and income 
were unevenly distributed. It has been this inequality of 
income distribution that has been one of the bases for "long 
standing generalizations concerning cyclical movements." 
Hand in hand with the distribution argument went the 
saving position. As has been indicated, unequal distribution 
created savings which in turn diminished purchasing power 
while it created more production. The distribution school, 
therefore, advocated reduced savings by a redistribution in 
money and in Malthuses 1 case, by the dependence upon an 
»unproductive" consumer. 
These writers, in considering distribution and savings, 
47 Roll, op cit., p. 30. 
were not concerned with cyclical phenomena. They were pre-
occupied with unemployment and depression. Because of this, 
and also because business cycle theory had not been developed 
in their time, their underconsumption theses were not intended 
to explain business cycles. 
The discussion of distribution and savings in this 
chapter has been intentionally descriptive. No effort was 
made to delve into the positions taken because all of them are 
expressed by Hobson in the following chapter where they will be 
analysed. The primary concern, then, of this chapter was to 
lay the foundations upon which rest the modern underconsumption 
theories to be considered. Basic classical positions and 
their refutation by underconsumptionists have been noted in 
section I; while section II considered some of these in terms 
of the early writers-Malthus, Sismondi, and Lauderdale. It 
was seen that their basic position is that ineffectual demand 
is created by an excess of investment over consumption caused 
by inequality of distribution. The way to mitigate, and then 
eventually overcome this problem, was indicated in the con-
sideration of each author. Their proposals of increasing con-
sumption are within the framework of those presented in 
section I of this chapter. As for business cycle theory, it 
has been stated that these early ~vriters were not preoccupied 
with all phases of the cycle, but with one phase - depression. 
However, as noted, they helped precipitate business cycle 
studies, and vaguely discussed what ·are now considered the 
J,_Q 
tools which help explain cyclical fluctuations. 
The position taken by the early underconsumptionists 
is fundamentally the same as that taken by another member of 
the distribution school, John A. Hobson. At the turn of 
this century, he elaborated and reconstructed underconsumption 
theories which he considered in the light of business cycle 
theory which by his time had received considerable attention. 
His underconsumption approach is now considered. 
CHAPTER III 
THE UNDERC ONSUIVIPTION THESIS OF JOHN. A. HOBSON 
This chapter presents the theories of John A. Hobson, 
a representative of the modern underconsumption approach, and, 
(like Malthus, Sismondi, and Lauderdale) a member of the 
distribution school. The purpose of the chapter is to show 
that HobsonTs writings, too, are characterized by the feeling 
that investment outruns consumption in the existing system thus 
causing a lack of purchasing pmver. His arguments upholding 
underconsumption theories and for criticizing the classical 
school, it is shown, are similiar to those presented in 
section I of Chaper II. In this same section the overall 
proposals for overcoming the difficulties precipitated by a 
lack of effective demand were postulated, and these, it is 
· noted, are in close agreement to the proposals of Hobson. 
The chapter also demonstrates that although HobsonTs 
theories are basically like those of his predecessors in 
argumentation and policy proposals, that he elaborated and 
revaluated underconsumption theories in terms of business 
cycle explanation. Since the theories of the writers 
discussed in the previous chapter Nere espoused, business 
cycle knowledge had progressed, and many theories of business 
cycles have come from the pens of economists. Much of this 
advancement occurred before and during Hobsonrs period. So, 
he, then, was concerned vllith cyclical phenomena and unlike 
the underconsumptionists before him, his theories attempt 
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to explain the movements of business cycles. The close af-
finity between his theories and the tools of the modern 
business cycle approach which were presented in section IV of 
Chapter I is noted. The contention here is that Hobson did 
not make use of the tools as such, but vaguely recognized them, 
and that in so doing, was on the right track. 
A review of Hobson's prolific writings is presented in 
section I; in Appendix A, which is attached to the end of this 
chapter, his most noted books are listed. Section II relates 
Hobson's underconsumption position, and section III considers 
its relation to business cycles, and to the tools used in the 
explanation of the modern business cycle approach. In section 
IV, Hobson's proposals of overcoming a lack of effective demand 
are postulated. A criticism and conclusion of the theories 
presented herein are dealt with in section V. 
I 
Since John M. Keynes had caused a re-examination and 
re-evaluation of economics, it is becoming increasingly 
clear that the heretical teachings of John A. Hobson have made 
valuable contributions to present economic thought. 1 
1 John A. Hobson was born at Derby, England, July 6, 1858. 
He was educated at Derby School, Lincoln College, and Oxford. 
From 1880 to 1887 he taught classes at Faversham and Exeter. 
In 1888 to 1897, he was a university extention lecturer for 
Oxford and London Universities. Later his energies were 
devoted to social and economic studies. On April 1, 1940, 
he died. (J.A. Hobson, Confessions of an Economic Heretic 
(London: George Allen and Unwin Ltd., 1938) pp. 11-26. 
2 
Hobson was an outsider in science. llAs a social critic he 
would to a great extent belong to the group represented by 
Sidney and Beatrice w·ebb, George D. H. Cole, and R. H. 
Tawney.n2 He was influenced by his teacher, L. T. Hobhouse. 
As an economist he may be classified among heretics such as 
Mal thus, Lauderdale, Sismondi, IVIarx, Veblen, and then Keynes -
all critics of the classical school. As an economic his-
torian, he continued the work done by R. H. Tawney.3 
In 1898 Hobson restated and modernized underconsumption 
theories (discussed in the previous chapters) with the publi-
cation of his (and A. F. Mummeryts) book, The Physiology of 
Industry. L1- The thesis of this book is that oversaving and 
underspending was a disease of the industrial system, and the 
cause for trade depressions. Contemporary economists 
ridiculed this position because it disproved the fundamental 
axioms of their science. And although his theories were 
labled unsound and he gained for himself a predominant 
seat in the underworld of heretical economists, Hobson always 
2 N. Mirkowich, 11 The Economics of John A. Hobson," Indian 
Journal of Economics, 23:175, October, 1942 
3 Ibid., pp. 176-178. 
4 According to John M. Keynes, the publication of this book 
marked an epoch in economic thought. The thesis of the book 
resurrected the underconsumption theories which were in hiber-
nation since the time of Karl lvlarx. ( J. M. Keynes, The General 
Theory of Employment, Interest, and Monby (New York: 
Harcour~ Brace and Company, l95or-p. 3 5. 
•,;;>. 
felt that his theories had been ignored rather than refuted.5 
This first work of Hobson t s was crude .. 
But in it Hobson and Mummery came very near to stating 
correctly, not merely their 'oversaving' theories, but 
also the distinction between attempted and real saving -
that is, between mere abstention from consuming, and the 
fruitful investment of the sums thus reserved from the 
market for consumer's goods. It was a real misfortune 
. that Hobson, in his subsequent writings, failed to stress, 
or even clearly to state, this distinction; for this 
failure was largely the cause of the Dersistent mis-
understanding of his essential ideas.b 
The next writing that followed, The Evolution of 
-- --
Modern Capitalism (1894), almost restored Hobson to academic 
standing for it was well received. It consisted of the study 
of the stages of capitalistic growth, and came about because 
of Hobson's desire to acquire a historical knowledge of the 
economic system before he proceeded with his oversaving 
position. This'book was followed by The Problem of the Un-
employed (1896), and· John Ruskin, Social Reformer (1898), in 
which he advanced towards his underconsumption approach.? 
The South African war diverted Hobsonts primary at-
tention from his oversavings position to the problems of 
imperialism. In this study he felt that intense rivalry 
between nations was basically due to underconsumption because 
the nations concerned attempted to ndumpTT the goods which 
5 Confessions of an Economic Heretic, op. cit., pp. 27-37. 
- --
6 G.D.H. Cole, 11 John A. Hobson- 1858-1940," Economic 
Journal, 50:355-356, June, 1940. 
7 Ibid., p. 357. 
could not be absorbed at home because of a lack of purchasing 
power. These sentiments are expressed in The War in South 
Africa (1900), the Psychology of Jingoism (1901), and in his 
most penetrating book on the subject, Imperialism (1902). 
This book is an interpretation of imperialism to his under-
consumption approach -
for imperialism appeared to him as the capitalist way 
of escape from the limitations of a home market glutted 
with products which the underpaid home consumers could 
not afford to buy.8 
Once these books had been published, Hobson felt that 
his historical background had become adequate and he turned 
back to a more penetrating analysis of the faults of the 
industrial system. In 1909, The Industrial System, was 
published and it was the most penetrating systematic under-
consumption work to that date. Its basic argument is that an 
unequal distribution of income created a surplus capital which 
resulted in oversavings and eventually a crisis.9 This book 
once again drew criticism from orthodox economists, but Hobson 
nevertheless restated his position in The Interpretation of 
Investment (1911), and The Science of Wealth (1912). 10 
After the First World War most of his significant contri-
butions to underconsumption theory are to be found in peri-
8 Ibid., ·P· 356. 
9 J.A. Hobson, The Industrial System, (New York: Charles 
ScribnerTs Sons, 19IOT pp. 274-301. 
10 QE_. cit., p. 357. 
odicals, in which he sometimes wrote under the name of Lucian. 
It is in these articles that he restates some of his positions 
in the light of the Keynesian Revolution, (because of this, 
they have been a primary source of reference for this chapter). 
It was also after the war that his views received a different 
emphasis; previous to this time he had been a liberal. Vfuen 
~ostilities ceased, he became a member of the Labor Party, and 
an evolutionary Socialist. This revised view is to be seen in 
Incentives in the New Industrial Order (1922), From Capitalism 
to Socialism (1932), and Property and Improperty (1937). In 
1938, he presented his interesting and enlightening auto-
biography, Confessions of an Economic Heretic. 11 
II 
Hobsonts underconsumption position is formulated upon 
what he terms an unproductive surplus which lfconsists of such 
payments (in the form of rent, excessive interest, profit, or 
salary) to owners of factors of production as evoke no such 
increase of product.n1 2 This is to be distinguished from, 
says Hobson, productive surplus which 
consists of such payments to owners of factors of 
production in excess of cost as are necessary to 
evoke such increase of industrial structure or power 
as can, by co-operation with a proportionate growth 
of other factors, yield an increased quantity or 
improved quantity of product:.:=l-3 
11 Ibid. , p. 3 60. 
12 The Industrial System, op cit., p. xi. 
13 Loc. cit. 
6 
The unproductive surplus creates a trade depression 
because there are irrational factors in the operation of the 
economic system - surplus, profits "the portion of the 
product left to the undertaker or controller of a business 
after the expenses of the factors of land, capital, and labor 
have been defrayedul4), and windfall gains. These are un-
necessary in our economy because they hinder and repress 
human effort. This constitutes an unearned income which is 
irrational both in its use and origin because most of it is 
distributed to those who already have a sufficient income 
which allows them to satisfy their standard of living. In the 
preceding chapter it was seen that Malthus maintained, and 
justified, that luxurious spending could dissipate much of the 
added income. But, Hobson said that this, too, has its 
limitations because all cannot be spent on luxury as there is 
a »satiety point in most standards of living.nl5 Therefore 
income beyond this point is not consumed but saved, not 
deliberately by weighing present against future consumption 
values, but almost automatically. So a large part of capital 
accumulation in good times is created by large sums of savings 
of superfluous incomes of the rich. 
This irrational element in distribution carries its 
irrationality into its investment activities which are 
14 Ibid., p. xi. 
15 J.A. Hobson, ttUnderconsumption- An Exposition and a 
Reply," Economica, 13:416, June, 1933. 
5 
based on no reasonable calculations of the net effect 
of this saving, proceeding from a number of separate 
unknown sources, upon the total productive power of 
the future in relation to the rate of consumption.l6 
As long as the productive industries continue to be fed 
by successive applications of capital and labor, there is no 
apparent malady. The demand for final commodities will 
continue. But, the flow of rich ments savings will cease as 
soon as merchants 1 orders level off or decline (the ac-
celeration principle in reverse). There will be a cumulative 
contraction. The withheld savings have only two outlets since 
all trade is amply supplied. They can find outlets in 
speculative investment. However, maintains Hobson, these 
investments are "mostly rotten". They can also be used in 
gambling with stocks and bonds, a measure which will increase 
the incomes of those who will squander or save it. The second 
possibility is to save .it and wait ttill activity increases. 
This, then, is a period of underinvestment; unemployment sets 
in and prices and income fall. The situation will continue 
until the depression reaches a new low where undersavings and 
insufficient replacement are characteristic. 
The efforts, public and personal, to maintain even a low 
level of consumption, with decaying plant and no ad-
ditional investments and credits, must in time react in 
some stimulation of prices, the first step in a 'recovery' 
which will last until full prosperity brings another 
burst of excessive savings.l7 
16 Ibid., p. 417. 
17 Loc. cit. 
The above brief exposition of Hobson's unproductive 
surplus has many ramifications which are now to be considered 
in greater detail. 
Hobson begins his discussion of the economic system by 
examining the productive powers of capital and labor. These 
are applied to creating consumption, replacement, and new 
capital goods, "in a right ratio." This ration does not remain 
constant, it is dynamic for it changes with consumers' tastes 
and demands as well as with technological improvements. There 
must, however, in a given state of the arts, be a true equi-
librium, "a right ratio," of productive energy directing these 
three channels. 
There exists at the present moment a right proportion 
between saving and spending in the income of the 
industrial community, yielding the maximum rate of 
consumption over such a period of time as is open by 
reasonable foresight to capitalist investment. 
Industrial progress, or the economical working of the 
industrial system, consists largely in the acertainment 
of this proportion and the adjustment of industry to it; 
any·disregard or disturbance of this proportion involves 
industrial 1,vaste .18 
~Vages, interest, profits, salary and rent anticipation 
distributed by use of money incomes, govern the right ratio. 
Since the incomes are the selling prices for the_three classes 
of products, they are sufficient to buy all products. The 
gross income of the community is made up of these ~ayments, 
and the deduction of replacement cost income (usually reserves) 
results in a net income which is either spent upon consumution, 
18 The Industrial System, op. cit., p. 55. 
or is invested in purchasing new capital goods or is saved. It 
is therefore evident that net real income is made up of new 
consumption and capital goods: "the net money income of the 
costs of making such goods.l9 The equality of consumer goods 
that are produced is expected to be so constituted as to be 
purchased without delay once it reaches the market. This also 
applies to the kinds and quantities of capital goods which will 
be produced, for it will be purchased without delay by the 
investors' savings.20 
This expectation,will be expressed in orders for sueh goods 
and it directs their production. Capital consumer good 
purchasing power, therefore, is in current income. If the 
economic system is in balance by having the right ratio, there 
cannot be anything but an effective demand for production of 
consumer goods, and there will be a lag in its application. 
19 Ibid., p. 402. 
20 Hobson notes that an element of forced savings could 
and does sometimes exist. For example, banks may issue credits 
to employers so that they may meet such increased current 
expenses as in wages, purchase of materials, etc. This ad-
dition to the money income of the community distorts the 
proportion of savings and spending. It also immediately causes 
consumer good prices and raw material prices to rise, therefore 
causing increased productive power to go into the production 
of goods concerned. The rising prices causes a reduction of 
the purchase of consumption goods which consumers would have 
bought out of current wages of those formerly employed. This 
converts them into real wages of new workers who were employed 
in order to meet the demand for raw materials. It shows up in 
rents, interest and profits to the factors of production. -
Ibid., p. 403. 
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If all the productive work done within a year, or other 
short period, were available for purchase by the income 
distributed in respect to it (its costs), the process 
would be simplicity itself, money income being con-
tinuously translated into the real income it represents.21 
But there is a time lag in the process of production created 
by the round-about method. So, since production takes· a 
considerable time, the income to the factors of production 
(that is costs) which is distributed in one period, let's say 
a year, if immediately spent will purchase many products 
whose costs fell in an earlier period. This matters not, if 
the right ratio between spending and saving is not changed. 
Increasing production and correspondingly money incomes, would 
not create diseauilibrium, if the proportion between spending 
and saving remained the same. If costs per unit were lowered 
because of technological improvements, disequilibrium would 
not result because more consumptive and capital goods could be 
purchased vvith a money income which has not decreased. 
Falling prices created by reduced costs cannot create dis-
location if net general incomes are utilized in the same ratio 
as previously existed to-consumption and capital goods. This 
is so because goods purchased in period two were mainly made 
and Paid for in period one. This means that "prices paid for 
them had not sunk as much as they would sink next year," 22 
period three, when more production falls under a new and 
cheaper technique. Hobson says that this is the necessary 
21 Ibid., p. 403. 
22 Loc. cit. 
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situation because he accepts two assumptions - increased 
productivity does not alter the proportion of income spent on 
consumer and capital goods; and the supply of money remains the 
same so as not to distrub the purchasing power, thereby up-
setting the ration between saving (investment) and spending.23 
This assumption, says Hobson, is valid even though 
outwardly it might appear that productivity increased by 
improved plant or power would necessitate increa~ed money 
savings, and that it would come from the increased profits 
brought about by the improved technique. The increased tech-
nology can decrease average costs per unit but most of these 
reduced costs will be dissipated to replacement reserves, 
profit and interest, to the amount contributed by capital. 
1 This implies a false impression of increased saving over 
~ 
spending. It is false because increasing the productivity of 
plant and/or equipment involves a cheaper, not costlier appa-
ratus. Hobson, in order to elucidate this point, presented 
an example. 24 
A machine which today costs one thousand dollars could 
displace one that cost the same some ten years ago. Now, the 
new machine has more output, say six times greater, with either 
the same or cheaper labor cost. Although the savings may be 
thought of as being one thousand dollars less the value of the 
I ----------------
23 Ibid., p. 403. 
24 Ibid., p. 404. 
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scrapped machine it displaced, the real savings because of 
the increased productive power is greater. This greater 
savings is what Hobson is concerned with because the replace-
ment of new machines, plant, or equipment affects the right 
ratio of spending to saving. Because concealed savings 
exists, a smaller amount of savings invested in modern plant 
and equipment represents a larger capital productivity. Now 
we cannot assume a pripri that the increasing part 
played by machinery and power requires an increase 
both in the volume of savings and its ratio to spending.25 
The ratio of spending to saving would not be disturbed if 
the increased productivity or reduced cost per unit rapidly 
permeated the marketing process so as to be reflected as 
decreased prices to consumers. This assumes of course that 
producers fully utilize the productive powers and that all 
the workers will get the "same proportion of the enlarged 
'real' income as before.n26 
These assumptions, says Hobson, are unwarranted. Even 
if free competition existed throughout the industries where 
increased productivity was available and there was free entry 
to all, the result is that the output would be enlarged so as 
to reduce prices for the cons'umers. But, this is not the 
whole result because demand or a satiety of utility could 
25 Ibid., p. 404. 
26 Lee. cit. 
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limit production. Although important, this issue does not 
arise and gives way to another. If an oligopoly had access 
to the increased technique, the members of it get together 
and undersell marginal firms, forcing them to come to terms 
or get out. They make cartels and price agreements based upon 
an estimate that will realize maximum profit. Therefore, 
they will restrict new productivity. 
Workersf consuming power is affected by these Policies. 
If competition existed, elasticity of demand might be of such 
a nature as to create no decrease in the number emPloyed. 
The fall of prices, and increased production, furthermore, 
would place mbre real income in the hands of the workers. 
Their expenditure on consumption would maintain an equilibrium 
between the three forces. 
There are economists who feel that laissez-faire, 
mobility of capital and labor are still operating strongly 
enough to secure this result, says Hobson.27 Vfuen confronted 
by a situation like the Great Depression, with its general 
gluts, "they fall back upon the particular maleficence of 
post-war financial and trade disturbances for their expla-
nation.n28 What these disturbances do is destroy confidence 
27 Lionel Robbins, for example - see L. Robbins, "Save or 
Spend?- .Save," Spectator, 14.9-152, July 23, 1932. 
28 Ou. cit., p. 404. 
and thus obscure the real issue which existed before the war. 
Destructive production is created by war and this turns the 
economic balance toward overspending. Several years after 
the war, oversavings reappeared and threatened to flood the 
economy with unsalable goods. The true character of the 
disequilibrium of spending and saving disclosed itself when 
after the war productive powers spread through the "civilized 
world". The spread of protective tariffs is directly at-
tributable to the increased production of nations, who, in 
order to relieve themselves of excessive production, had to 
export their go0ds. Each nation by placing impediments upon 
free trade built up financial obstructions that were re-
strictive to the full utilization of productive resources and 
limited the economies of the division of labor. ~nly because 
these impediments were upon productivity was production re-
strained from increasing savings still further ahead of con-
sumption. Under existing condition, free trade would increase 
the productivity of the economy but wbuld not create a more 
equal distribution of income, thus preserving the equilibrium 
of spending and investment. 29 
If free trade were accompanied by free mobility of 
labor and the exploration of backward countries, there would 
be more of a return to capital because the workers of these 
countries are low-wage workers. Even if wages for these 
29 Ibid., p. 405. 
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people increased, thus increasing purchasing power, "the net 
effect would be to distribute the aggregate income more 
advantageously to capital and less to labor.n30 The workers 
of the world might have a higher standard of living; but the 
distribution of total income might be of such a nature as to 
prevent the economic system from working at its full produc-
tivity. So, unless there was international agreement on 
shorter hours, production would increase faster than the 
growth of effective demand creating gluts, stoppages and 
unemployment. 
Hobson states that many might accept the view that 
production is retarded by a lack of effective demand, but 
among those that would accept it are those who refuse to 
"relate the situation to a maldistribution of income.n31 To 
them a disequilibrium of this nature is impossible because 
there is no such thing as a right ratio between spending and 
saving as assumed by Hobson. Furthermore, economic laws 
would check a tendency towards excessive or deficient saving. 
The opponents maintain that too much capital is placed in 
certain industries and too little in others. Hobson asks, 
what others? He says that the reply might be, there are 
industries that require reconditioning (the New England 
textile industry, for example), and new modern techniques 
30 Ibid., p. 405. 
31 Loc. cit. 
66 
and they cannot get the money with which to carry out the 
required improvements. Such a reply would be unconvincing 
to Hobson because, as he says, there is uninvested capital 
in banks available for this use, and which would be extended 
if it could be shown that reconditioning would lower their 
costs and that they would be able to sell the enlarged and 
cheapened output at a profit.3 2 
It is difficult, Hobson explains, for those who admit 
that disequilibrium arises from time to time in the distri-
bution of savings among the different industries to at-
tribute the possibility of the general disequilibrium to 
spending and saving. As an explanation for this state of 
mind, he postulates that napart from the emotional value at-
tached to 'thrift' as a distinctive economic virtuen33 (auite 
intelligible in earlier stages of capitalism when savings 
could be put to use advantageously) there is the fact that an 
oversavings explanation is a recent problem. While frontiers 
are open, savings is not harmful because the nation could use 
any proportion of its income that it desired for capital 
formation. But, now that the frontiers are closed, (Hobson 
assumes that they are) any men or group of men can save and 
invest what ever is desired, but all men, the entire economic 
system as a whole, cannot save. 
32 Ibid., p. 406. 
33 Ibid., p. 407. 
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Some classicists maintain that the frontiers are rarely 
closed because plant and equipment are always becoming 
obsolete. Under these conditions the faster the production, 
the better for the future consumer. ttThe more present absti-
nence the more future jam.n34 This is nonsense, says Hobson 
"because it implies a foresight and foreknowledge that is 
impossible.n35 Future population, its needs, tastes and 
changes in productive technique cannot be forecast with suf-
ficient accuracy to justify the persual of a policy that un-
limits savings and capital creation. Even in the present 
there is a limit in the growth of capital formation. An 
industrialist cannot afford to scrap new equipment and plant 
in favor of better means of production which in turn will be 
outclassed in a few years hence. The refusal'of industries to 
absorb the larger supply of cheap uninvested savings in work 
of re-equipment is proof of this limitation. 
The notion that it must always pay to put in the latest 
improvements is sheer foolishness. There is a proper 
time and place for such economies, and therefore a 
proper limit upon the rate of saving and investment 
which enables this to take place. This proper limit 
may not admit of close measurement and it will shift 
with changes in the technique of capitalism, but its 
existence at any given time is attested by the measure 
of absorption without delay of the supply of new savings 
in profitable investments.36 
3~- J .A. Hobson, ttUnderproduction and Underconsumption," 
New Statesman and Nation, 7:442, March 24, 1934. 
3 5 Loc. cit. 
36 Loc. cit. 
Hobson goes on to say that one does not have to become 
involved in the controversy of present and future wants in 
order to see that at. any one time there is a limit to the 
proportion of the general income that can advantageously be 
saved for useful investment. Now, if there is a tendency for 
savings to exceed investment, the disequilibrium causes 
stoppages and gluts. "But why,n asks Hobson, "should you 
assume that any tendency to such excess exists?" 
In a Robinson Crusoe economy, a disequilibrium between 
spending and savings should not exist. A family will ap-
portion its working time and energy to the production of 
goods which are immediately consumable and to capital goods 
in the form of seeds, tools, soil fertilization, roads, etc., 
"by a rational calculation of the present and prospective 
utilities of their various products.n37 Although mistakes 
would occur they would be corrected by experience, and the 
balance between consumption and production as a whole will be 
maintained. Arguments for a planned economy can, and often 
are, based upon this supposition. A plan would be set up 
whereby a board, or what have you, apportions the available 
labor, land, and capital for production and consumption in 
predetermined quantities based upon calculations of present 
and future wants of an increasing population. Grave errors 
are bound to occur; there probably won't be a rational 
37 "Underconsumption- An Exposition and a Reply," 
QE• cit., p. 408. 
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allocation of the factors of production. But a planned 
economy of this nature would eliminate the extreme peaks and 
lows of the business cycle. In other words, there would be 
no excessive capital goods production and subsequent un-
employment wastage.38 
Of course, there would be objections to a planned 
economy, especially since it is unnecessary to employ these 
drastic means when the existing system by means of the price 
mechanism furnishes the needed security. The Hobsonian 
opponents say that the mechanism of the price system, commonly 
known as the law of supply and demand maintains a right ratio 
between saving and spending.39 Since the rate of interest is 
the price of saving, it will fluctuate with the demand and 
supply for it. Outwardly this sounds plausable and even 
axiomatic but it rests, says Hobson, upon a wrong analysis 
of the motives and opportunities that determine saving. 
Firstly, most everyone admits that some savings takes place 
irrespective of the interest rate. In respect to this, 
38 Industrial System, op. cit., pp. 284-285. 
39 It should be noted that these opponents are primarily 
the orthodox economists and that in the analysis of Hobson 
in this chapter the position he takes attempts to discredit 
much, and in Hobsonts mind, all of the criticisms directed 
towards the underconsumption positions. His discussion, 
is therefore within the framework of criticisms propounded 
in section I of Chapter II. 
Hobson does not hold that the propensity to consume is rigidly 
fixed, but he does say that nit does not vary for most well-
to-do people in any accordance with changes in their 
income.n40 A rise in profits, investments, etc., irrespective 
of the rate of interest will mean an increase in savings. On 
the other hand a decrease in income will mean a slight 
decrease in savings. The same applies to the savings con-
cealed in business reserves. These will not be affected, in 
most cases, by changes in the interest rate for they are 
primarily dependent upon net profit in excess of the fixed 
interest charges and the divident policy of the industry 
concerned.41 
But even if a good deal of savings were virtually 
automatic, this would not impair the validity of the 
price mechanism, provided that there were a large 
body of savings that were regulated by the rate of 
investment.42 
Now savings is not identical with investment, and looking at 
the rate of interest for savings he holds that it is "not 
possible to find any large amount of savings amenable to the 
mechanism of price, i.e., varying closely with the rate of 
interest. 43 
40 "Underproduction and Underconsumption, tt op. cit., p. 442. 
41 J.A. Hobson, Economics of Unemployment, (New York: The 
Macmillan Company, 1923) pp. 54-55. 
42 Op. cit., p. 442. 
43 Op. cit., p. 54. 
Turning from the higher to the lower income groups, 
where savings is real abstinence, it canrt be said that 
fluctuations in the rate of interest greatly affect their 
savings. Much of the saving in the lower income groups 
consists of fixed payments such as those for houses, insurance 
and other welfare considerations. The savings done by this 
group is determined more by a surplus of income rather than 
the rate of interest.44 
The aggregate supply of saving is hardly more determined 
by its price than is the aggregate supply of labor, 
though its apportionment to different fields of investment 
is, of course- closely controlled by the price mechanism.45 
The price mechanism working in conjunction with the 
interest rate has other implications. Overproduction would be 
impossibie because prices would fall and thus stimulate in-
creased consumption. Hobson maintains that this is so if 
every fall in prices immediately and proportionately stimu-
lated demand. 
If every fall of prices, directly due to increased 
production and supply at the former price-level, did 
immediately and proportionately stimulate effective 
demand, it seems evident that over-production with 
subsequent depression would be impossible.4b 
But, the check does not work and depressions are brought on 
because fldiscovery that an excessive power of production at 
44 Op. cit., pp. 52-53. 
45 11Underconsumption- An Exposition and a Reply," 
££· cit., p. 442. 
46 Op. cit., p. 54. 
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the former price level exists may not lead to a cutting of 
periods, in order to market the larger supply_at a lower 
figure.n47 It may lead, as already noted, to the restriction 
of production so as to maintain prices. This invalidates the 
operation of the check because the productive powers of labor 
and capital are not being utilized. This doctrine that prices 
would fall and thus prevent gluts is a reflection of the age, 
says Hobson, when small businesses existed, and incentives 
to combine and restrai.n production were weaker. 
Furthermore, if prices did fall when there seemed to 
be great productivity, there is no guarantee that prices 
would drop and thus stop gluts, because the operation of the 
check necessitates a consuming public that will take immediate 
advantage of the reduced prices, and consume larger quantities 
of goods. \'lith incomes remaining the same, falling prices 
do indeed stimulate some increased consumption; but it will 
not be quick enough to provide the necessary check upon 
falling prices. In effect, what Hobson is saying is that with 
income remaining the same, falling prices tend to stimulate 
more saving - the cause of the trouble. This in effect, 
hardens the glut and contributes to the do,vnward movement of 
business activity and eventually to depression. Money 
incomes, necessarily, as a·conseguence of falling prices and 
resulting gluts, are decreased and with decreased purchasing 
47"Underproduction and Underconsumption," op. cit., 
p. 443. 
power, the situation is aggravated. As a result of this 
analysis, Hobson ncannot accept the view that falling urices 
constitute a satisfactory check or remedy.n48 The two checks 
are operative only after the trouble has gained momentum, 
and are effective after great waste and damage have occurred, 
and thus do not prevent cyclical movements.49 
III 
The elimination of depressions and human misery has 
been Hobson 1 s primary concern, and an examination of his 
proposals in the following section, a requisite if one is to 
understand his position, necessitates a discussion of the 
various phases of the cycle so that they will have some 
meaning. For, only by knowing the cau.ses for and the behavior 
of business cycles can policy uroposals be made. 
In explaining the mechanics of the economic system, 
how it experiences violent fluctuations, Hobson first examines 
a period of prosperity. In this period prices are high. 
Every business man attempts to maximize sales and profits. 
Because they want to earn more profits at low amounts of out-
put, businessmen extend plant and equipment and employ more 
labor. This requires credit which at this time is readily 
available at comparatively low prices; creditors believe that 
the investment will be profitable and the money safe. The 
48 Economics of Unemployment, op. cit., p. 56. 
4~ Loc. cit. 
?h. 
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collateral, usually inventory, plant, or equipment, is regarded 
as sound. In prosperity, then, bankers allow maximum credit 
which supports the boom and helps to increase productive power 
and output. Now if output never became excessive, i.e., if 
the rate of consumption increased pari passu as production 
increased, there is no reason why creditors should ever be 
faced with a lack of confidence.50 
Hobson supposes that there is a deficiency of spending 
(and, inversely, increased saving) and that more labor and 
capital is required for maintenance of the supply of com-
modities at former prices. The first symptoms will be a 
weakening of the price structure. Prices will fall and 
profit margins will diminish. With the diminution of profit, 
the efficiency of capital diminishes as well as the power to 
repay loans. (Note that Hobson did not speak of this dimi-
nution in terms of the marginal efficiency schedule, although 
in reality this is the efficiency of capital concept.) So, 
it is inevitable that collateral securities should also 
shrink. When all this starts, banks do not think that the 
check to trade is too serious. They feel that by extending 
more credit they buttress their position, thus tiding the 
firms over their difficulties. This further aggravates the 
situation if there is a real lack of purchasing power, because 
this enables the production of more goods, which being 
50 Industrial System, op. cit., p. 289. 
unsaleable cause prices to decrease and, therefore, to become 
losses.51 
With this situation, the want of confidence appears 
and, hence, Hobson integrates the psychological explanation 
of business cycles into his underconsumption approach. 
Bankers raise the price of money and refuse to extend credit, 
and the money that they get from a saving and investing public 
no longer finds investment outlets. 
Some firms, experiencing a decrease in profits, may 
become marginal; they find it difficult to borrow the money 
they need, not to increase production, but to prevent 
collapse. Strong firms can get money if they need it, but 
the price is so high that the efficiency of capital is low 
under the prescribed conditions. Some businesses can at first 
conceal their plight and therefore get more credit, only to 
aggravate the situation further. Every possible device is 
used by business to get credit. This is not dangerous if a 
temporary crisis exists. But, if a prolonged depression is 
on its way, then the abusing of credit will aggravate the 
situation further. Once want of confidence fully sets in it 
will be impossible to obtain credit. No one will look to new 
or additional investment; nonproduction and unemployment will 
' 52 increase. 
51 Ibid., p. 290. 
52 Ibid., p. 289. 
Usually, the vTant of confidence is brought about by a 
dramatic event, such as the 1929 stock market crash, which 
shows the real condition of the economy. It could be that an 
investment company or bank which could not sell its securities 
is held under suspicion, or must close its doors. Suspicion 
permeates to all other investment houses or banks, and a run 
is precipitated~ The panic spreads until the economy as a. 
whole is affected.53 
Because crises become associated with finance and 
because it is easy to trace financial collapse to psycho-
logical conditions, booms and depressions are often regarded 
as ntidal movements in the minds of men.n54 Out of a state of 
normal confidence develops a state of excessive confidence 
which is characterized by speculation and risk-taking. This 
situation continues until some small incident calls a halt and 
creates a turn in the tide; the psychology of the mind creates 
a contraction and finally a depression.55 
It is evident that the above analysis of the relation 
between finance and industry places much emphasis upon price-
changes as an index and regulator of industrial activities. 
Booms and depressions are traced to those actual 
movements in the relations between supply and demand 
for commodities which are admittedly the sole 
53 Ibid., p. ·290. 
54 Loc. cit. 
55 Loc. cit. 
immediate cau9es of rises and falls of prices of 
commodities.5b 
Prices fall because demand does not keep up with supply. This 
implies an over-supply and overproduction. Prices fall and 
the over-supply continues causing a decrease in the marginal 
efficiency of capital and thereby decreasing credit (this is 
in agreement with the marginal efficiency schedule). This in 
turn reduces employment and production (the principle of 
deacceleration). So depressions must be traced through the 
operation of finance to the failure of consumption to keep 
pace with increases in production so as to furnish a full and 
equitable employment for this power.57 
Some opponents of the underconsumption position 
maintain that in a depression large,amounts of money do not 
remain idle in the possession of bankers or in finance houses. 
Although Hobson does not deny this, he maintains that it does 
not refute his hypothesis of oversavings. Excessive savings 
does not accumulate indefinitely in loanable capital because 
there is another outlet which can conceal the excess. The 
amount of new savings in a depression which takes shape in new 
forms of capital, is limited, but savings can be accumulated 
in the form of financial investments. It can find employment 
in acquiring properties which are already in existence. Many 
hit by depressions have to depart with their capital. This is 
56 Ibid., p. 291. 
57 Loc. cit. 
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an important aspect which has been overlooked and deserves 
more attention, says Hobson. During the period of depression 
savings goes into the buying up of enterprises which have 
been forced into bankruptcy. The retarding of new 'savings 
restores, after a time, the proper balance b~tween capital 
and consumption; a period of activity ensues until the revival 
transcends into prosperity and then the whole process repeats 
itself. The chronic impulse towards oversavings reappears 
and a new way is prepared for depression.58 
Therefore, it is seen that Hobson went a step further 
than the earlier underconsumption ~vriters, for he considered, 
not one, but all phases of the cycle. His contention was 
that cyclical movements are due to·excessive savings which 
causes an unproductive surplus and an investment which outruns 
consumption. This results in a lack of purchasing power and 
ineffectual demand on the part of the consumers. 
But, says Hobson, this does not hinge on the contention 
that there is first a collapse of demand for consumption 
goods in the first phase of the depression (this is a most 
significant departure from previous underconsumption 
positions). Ineffectual demand is first apparent in reduced 
demand for capital goods and equipment where there has been 
an excessive rate of savings. Unemployment follows and 
purchasing power is reduced and therefore demand for 
58 Ibid., pp. 294-295. 
consumption is reduced and the depression goes along its 
usual course.59 
Here, then, is the concept of the marginal efficiency 
schedule, for excessive savings create a decline in the ef-
ficiency of capital. The principle of acceleration in reverse 
may be seen in operation in Hobsonts discussion of the reduced 
demand for capital goods and equipment and its effects. The 
consumption function is also considered for he is primarily 
concerned with savings and consumption out of a given income. 
Hobsonts theories may be expressed in terms of these 
tools. However, he did not employ them, and this may be one 
of the explanations why his theories seemed vague and incon-
sistent before the Keynesian revolution. It was the develop-
ment of the Keynesian consumption function and the present 
stress upon the marginal efficiency of capital and the ac-
celeration principle that helped simplify the mass of data 
propounded by Hobson, and made economists take note that 
perhaps Hobson ~nd the underconsumptionists were on the right 
track after all. 
IV 
As has been seen in previous chapters, and in sections 
of this chapter, underconsumptionists maintained that 
unemployment of the factors of production cannot be prevented 
by the classical checks. According to Hobson, the real remedy 
59 J.A. Hobson, "A Rejoinder," Economica, 13:427, 
June, 1933. 
would be to remove the surplus elements of large incomes which 
create the diseauilibrium between spending and saving. 
If the surplus income of the rich which uroduces this 
congestion and these stoppages were absorbed, either 
by the increasing share of the workers, or by the needs 
and uses of an enlightened state, or by both, this 
economic disease would be remedied. A sound distri-
bution, thus attained, would react in fuller, more 
regular, and more productive activity throughout 
the economic system, imparting an order and a 
progress to society not otherwise attainable.60 
Throughout the industrial world the distribution is of 
such a nature that it creates a disequilibrium between 
saving and spending. A fairly equal distribution followed 
by an increased demand (Hobson assumes that the additional 
income will be spent because the classes receiving it cluster 
around the break-even point of the consumption function) will 
generate the right rati·o between spending and saving. The 
present unequal and inequitable distribution prevents this 
adjustment.6l 
Creating the right ration between spending and saving 
would involve a higher rate of consumption. It would increase 
the demand for investment, and, contrary to present appre-
hensions, it would not involve a deficiency in saving or a 
60 Economics of Unemployment, op. cit., p. 9 
61 Note that Keynesr position is opposite to this of 
Hobson 1 s. Keynes felt that only by changing the social 
structure could a redistribution be achieved that would raise 
the consumption function. Since he wanted to work within the 
framework of the present structure, he felt that only high 
levels of investment and not distribution policies would 
maintain a high level of the consumption function. 
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lack of capital for future consumption. "The present de 
pressions si.:;nify a feeble and wasteful operati'on of the ex-
cessive amount of capital brought into existence.n62 The 
distribution considered by Hobson would reduce the proportion 
of saved income to that which is spent, but it would not 
involve a less amount of savin,. A real income larger than 
the present would be produced by a redistribution because it 
would create fuller and more regular employment of the 
factors of production. "Nor would the necessary incentives 
to such saving be lackin" in the new order.n63 Investment 
beyond the existin:'!; level of technique, excessive competition, 
and restriction of output as well as cyclical depressions 
would be reduced if not eliminated.64 His proposals would 
be carried out in the form of pro~ressive taxation, old a~e 
assistance, unemployment insurance and other measures of this 
nature. 
Hobson placed great emphasis upon &overnment action 
which would postpone a lack of effective demand and prevent in-
vestment from becoming greater than consumption. The govern-
ment could convert savines into employment and thus enhance 
the market for consumersr ~oods. The type of investments 
made by the government ~ building of roads, parks, school.:;. 
62 Ibid. , p. lh8. 
63 Ibid., p. 14$. 
64 Ibid., p. 150. 
houses, and other public projects - could not only reduce 
savings, but not add to the production of consumption ~oods.65 
In the years of the Great Depression, an important 
question vms one of whether the government should spent or 
save. In conjunction with Hobson's distribution argument 
was his advocation of spending. He said contrary to 
contemporary thinking (he was writing in the early 1930 
period), the government should spend on all sorts of projects, 
preferably sound. The finance needed should be obtained not 
by taxation but by government borrowing from banks. This 
would put more money into circulation. Thus, it is seen, 
that Hobson's proposals are very much in line 1vith the general 
argumentation presented in section I of chanter II.66 
v 
"The defects of Hobson's analysis result primarily 
from errors of omission rather than from errors of com-
mission.n67 He analysed the determinants of savings acutely 
65 The interested reader of the spending and saving contro-
versy in the early 1930 period will not only find the following 
articles invaluable, but will see that Hobson defended his 
positions with detailed analyses and examples: J.A. Hobson, 
nunderconsumption- An Exposition and a Renlyn; E.F.M. Durbin, 
ttA Reply"; Hobson, "A Rejoinder,n Economica: 402-l.t-27, June, 
1933. Another set of articles and rejoinders is to be found in 
the Spectator, Volume 149 to 152; Hobson, 11 Save or Spend?, 
Spendn; L. Robbins, "Save or Spend?, Save''; Hobson, "Snending 
vs. Saving." 
66 ttSave or Spend?, Spend,lf Ibid. p. 427. 
67 D. Hamberg, Business Cycles (New York: Macmillan 
Company, 1951) p. 264. 
but failed to stress those of investment. Keynesians, as has 
been noted, were concerned with savings not turned into in-
vestment, while Hobson was preoccupied with investment 
(savings) which is so excessive that it exceeds real con-
sumption. Hobson gives the impression that all savings is 
deflationary and that only a small amount can be absorbed. 
To some extent, as indicated, he did consider autonomous 
investment, but he did not know just what its role was in 
determining national income. He did not state clearly, 
although he vaguely referred to it, that if autonomous gro~~h 
factors open up investment opportunities, savings is not 
necessarily deflationary. In fact there must be enough 
savings to insure that investment activity perpetrated by the 
autonomous factors will be carried out to its successful 
completion. But if there is no autonomous factor, any 
increased savings will be deflationary because there will be 
no investment. Savings will be hoarded and money incomes 
will fall. 68 
The failure of Hobson to analyse the determinants of 
investment is not his only weakness . 
... Hobson's analysis seems to suffer from a degree of 
circular reasoning. He argues that at any time there 
is a 'right ratio' (a correct proportion) between the 
sums of money spent on the production of caoital goods 
and those spent on the production of consumer goods. 
wben relatively too much is spent on the production 
of capital goods the ratio or proportion between 
68 Ibid., p. 274. 
capital and consumer goods is 1 wrong. 1 This wrong ratio 
is the result of the oversaving stemming from inequalities 
in the distribution on national income. Oversaving 
results in the creation of more capital goods than are 
capable of being utilized in supplying consumption.b9 
The concept is circular in reasoning because it implies 
that whenever a crisis occurs, the ratio is wrong; if the 
crisis did not occur, it would have been right. At present 
there is no means of judging the ratio. 
Furthermore, if the ratio between capital and consumer 
goods is the root of the cycle, there must be changes 
of a cyclical nature in the value of the ratio. Making 
the changes in the ratio a function of a phenomenon 
which displays a distinctly secular constancy, however, 
is somewhat illogical. It is necessary to establish a 
tendency for the distribution of income to become 
increasingly unequal during the upswing of a cycle and 
then less so during the downswing-if the changes in 
the ratio of capital to consumer goods production are 
to assume cyclical characteristics. Hobson gives some 
indication of this in his discussion of wage lags, 
which do make for increasing inequality in the distri-
bution of income during the upswing.70 
Lionel Robbins also criticizes the foundation of 
Hobson 1 s theories, the right ration concept.71 He says that 
it is somewhat illogical for it is based upon the concepts of 
the maximum satisfaction position .. Hobson says that at any 
one time there is a ration between spending and savings which 
will cause social income of utility to become maximized. In 
69 Ibid. , p. 265. 
70 Loc. cit. 
71 1.· Robbins, "Consumption and the Trade Cycle,tt 
Economica, 38-415, November, 1932. 
an ineaualitarian society this right ratio is disturbed. The 
existence of savings causes periodic gluts. The. difficulty 
with the right ratio concent is that it implies the assumption 
that utilities experienced by individuals can be aggregated. 
The assumption is unwarranted. It involves comparing 
individuals' experiences which must be an arbitrary pro-
cedure .72 
Even if it is assumed that the social aggregate of 
utility conception was possible, continues Robbins, its not 
being able to reach its maximum would not mean that it would 
disturb the relationship between production and consumption. 
The right ratio cannot be measured and if it could, it would 
not necessitate that an eouilibrium between supply and 
demand existed because the ratio would be governed by 
relationships of prices to costs and not upon aggregates of 
social utility.73 
So goes the right ratio argument. This writer 
maintains that, if need be, the concept of the right ratio 
could be eliminated and still not invalidate Hobson's 
position. It could be r~placed with a more readily accepted 
concept, that at any one time there is an existing level of 
technique, and that net investment moves more rapidly than 
growth reauirements. If excessive investment, created by 
72 Ibid., p. 416-417. 
-- . 
73 Ibid., ·P· 418. 
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oversavings, did not exceed consumption and replacement 
reouirements, then there would be no depres·sions because, 
caeteris paribus, the marginal efficiency of capital would 
remain high. But, since this oversaving creates the excess 
of investment and a declining efficiency rate, the princinle 
of acceleration in reverse causes the cumulative contraction. 
Throughout the analysis in this chapter it has been indicated 
that Hobson, indeed, considered expansion beyond a given level 
of technique.74 
In terms of the modern business cycle tools, where 
Hobson failed is that he did not use them. He referred to 
such things as acceleration in his discussion of derived 
demand. But, even more so than his underconsumption prede-· 
cessors, he considers the role of growth. But, where he also 
falls short, as stated, is that he does not analyse what 
determined investment. He did, however, say that as more 
investment was added to capital production it would be less 
profitable to contine to invest because consumption would fall 
off and so, too, profits. So, as is seen, he does discuss the 
efficiency of capital.· As for the consumption function, he 
said that standards of life are more stable than income and 
work. Therefore, it must be stated that his theories (once 
74 A similarity between this position and Alvin Hansen's 
discussion of the role of investment is to be noted. See: 
A.H. Hansen, Business Cycles and National Income, (New York; 
W. W. Norton and Company, Inc., 1951) p. 132. 
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the schedule concepts of the efficiency of capital, the 
acceleration principle and the consumption function were 
more developed) do fall in neatly with these concepts and thus 
he wa.s on the right tract. 
By way of summary of this chapter, Hobson states that 
ineffectual demand is brought about by a failure of con-
sumption to keep up with production. Production advances 
ahead of consumption because the propensity to consume is not 
only a stable function but it is unduly low. On the other 
hand, production is far from being stable; in the quest for 
profit, invention and business initiative cause a production 
which cannot be absorbed by a stable consuming economy. The 
principal reason for the lag of consumption behind production, 
however, is the inequality of income. Large parts of the 
national income go to relatively few people who save and thus 
invest it. It is seen, then, that this saving increases the 
stock of capital eauipment and in time facilitates consumer 
- " 
goods production. The rich still continue to save much of the 
uneaually distributed income and consumers lack the money with 
which to buy the increased goods. Prices fall and when they 
go below the costs of production, the marginal efficiency of 
capital falls and investment is curtailed and the depression 
follows. Hobson 1 s criticism of the classical school and his 
~ policy proposals are like those presented in the previous 
chapters. 
IRR 
The affinity between this position of Hobson's and 
the other members of the distribution school discussed in 
the previous chapter is easily decernable. Hobson went 
further in that he considered his theory in light of business 
cycle fluctuations, and despite limitations noted in this 
chapter, he was on the right track in his business cycle 
approach. 
Hobsonrs theories and those theories already presented 
fall within the framework of the distribution school. In 
order to complete the underconsumption positions, attention 
is now turned to the monetary underconsumption school where 
a somewhat different approach may be seen. In the writer's 
opinion, the best representatives of this school seem to be 
Foster and Catchings. 
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CHAPTER IV 
THE UNDERCONSUMPTION THESIS OF W.T. FOSTER AND W. CATCHINGS 
The monetary underconsumption school, like the distri-
bution school, is characterized by the feeling that investment 
outruns consumption in the existing system thus causing a 
lack of effective demand. Unlike the distribution school, 
the adherents to the monetary approach maintain that the 
solution to ineffectual demand is the creation of increased 
consumption by monetary.expedients. It is the purpose of 
this chapter to consider the position of the monetary school 
in terms of the theories of William T. Foster arid Waddell 
Catchings, since these authors are representative of the 
modern underconsumption monetary school, both in the United 
States and abroad. 1 
The analysis, also, focuses its attention upon the 
relation of this school to business cycle theory, and to the 
tools employed in the modern business cycle approach. The 
contention is that, FosteP and Catchings, like Hobson, were on 
the right track. They, however, did not go far enriugh for 
they did not use the tools; they approached them. 
1 Major Douglas has also been a popular exponent of the 
monetary school. He is not discussed here because his · 
analysis has not shown (it will be indicated that that of 
Foster and Catchings has) that the money costs entering into 
price do not find their way back into purchasing power. 
Furthermore, his argument if it were to hold would mean that 
the economic system would be in a chronic state of deuression 
and that it would be completely run dovm. I regard this form 
of underconsumptionism as naive. 
Section I reviews the literature of the authors. 
Section II discusses their theories; a criticism is presented 
in section III. 
I 
Foster and Catchings pubtished their first joint work, 
Money, in 1923.2 This book was the first of a series which 
discusses underconsumption theory. It considers economic 
problems so as to bring about solutions for 
the failure of industry to furnish mankind with material 
comforts of life, at all comparable with the productive 
pm'lers of the available men; machines, materials, and 
money.3 · 
The second of the series, Profits, 1925, is based 
2 William T. Foster was born in 1877. He graduated from 
Harvard in 1901. From 1901-1903 he was English instructor at 
Bates College and in 1904-1910 at Bmvdoin. From 1910 to 1920 
he '\'las president of Reed C allege, Portland, Oregon. He became 
director of the Pollak Foundation for Economic Research in 1920 
and still remains in that capacity. He has been a member of th 
Public Affairs Commission of New York; a member of the Consumer 
Advisory Board, NRA, (1933-1935); a member of the State Plannin 
Board of Massachusetts; and Economic Advisor to the Inter-
national Labor Conference at Geneva, 1938. He presently reside 
in Ne'\v Hampshire and Florida. (Who t s Who in. America, 26! 530 
Chicago: The A.N. Marques Company, 19~) 
. -
Waddell Catchings, a manufacturer, was born in 1879. He 
was graduated from Harvard in 1901. Be has been president of 
the Central Foundry Company of New York (l910-l9li); the Platt 
Iron Works of Ohio (1913-1920); and the Sloss Sheffield Steel 
and Iron Company (1917-1918). He has served as an advisor to 
the Advisory Council to the Secretary of Labor during \"/orld War 
I. Presently, he is a member of the board of directors for 
\Varner Brothers Pictures, the Commercial Credit Corporation and 
the American Cities Power and Light Corporation. He now reside 
in New York City. (Ibid., Volume 6:451) 
3 .W.T. Foster and W. Catchings, Money (Boston: The 
Riverside Press, l932).p. iii. 
on Money. The persistent problem of underconsumption is 
discussed at length and this conclusion was arrived at: 
Progress toward greater total Production is retarded 
because consumer.buying does not keep pace with nroduction. 
Consumer buying lags behind for two reasons: first, 
because indu$try does not disburse to consumers enough 
money to buy the goods produced; second, because consumers, 
under the necessity of saving, cannot spend even as much 
as they receive. Furthermore, savings are not used to 
purchase the goods already in the markets, but to bring 
about the production of more goods. Under the es-
tablished system, therefore, we make progress only v.rhile 
we are filling the shelves with goods which must either 
remain on the shelves or be sold at a loss,. and vlhile 
we are building more equipment than we can use. Inade-
quacy of consumer income is, therefore, the main reason 
why we do not long continue to produce the wealth which 
resources, capital, improvements in the arts, and the 
self-interest of employers and employees would otherwise 
enable us to produce.4 
The theory of underconsumption espoused by the authors 
has important bearings on current internal problems, such as 
unemployment, stable money, high wages, credit buying, 
reduction of hours of labor, etc. It also has .a bearing on 
external problems, such as trade, tariffs, debt payments, and 
loans. These problems are considered somewhat informally in 
Business vl/i thout a Buyer, 1927. What to do about under-
consumption is the preoccupation of this book.5 It is an 
"attempt to give, in popular form, the substance of Ivioney and 
Profits.n6 This book has been the primary source of refer-
ence for this chapter· because as the authors say, "In Business 
e 4 Ibid., pp. iii-iv. 
5 W.T. Foster and W. Catchings, Business Without a Buyer 
(Boston: The Riverside Press, 1927) pp. v-vii. 
6Ibid.,vii. 
Without A Buyer ... we restate our theory, in all essentials, 
exactly as it was expounded in Profits and Money ... in a 
brief and simple way.n7 
The Road to Plenty, 1927, the next book, presents a 
proposal for a 
simple, feasible, and immediate way out of the Dilemma 
of Thrift - a way to save and thrive - a cure for 
business depressions - a means of enabling the people 
as a whole to gain greater and more durable satisfgctions 
out of the marvelous machinery of modern business.8 
The final book of the series, Progress and Plenty, was 
published in 1930. It merely restates and re-emphasizes the 
issues of the previous books. Other writings of the authors 
during and after the Great Depression were in the form of 
articles. 
II 
The monetary school of which W. T. Foster and vf. 
Catchings are no doubt the leading exponents takes a somewhat 
different position than that of the distribution school. The 
adherents to the monetary school say that the cause of 
cyclical fluctuations is that purchasing power is not ade-
quately spent after distribution. Saving is responsible for 
the trouble. Society does not spend all of its income, and 
savings which is carried on by industry and individuals is 
used to create more producers goods and eventually consumers 
7 Ibid., pp. vii-xii. 
8 W.T. Foster and W. Catchings, The Road to Plenty 
(Boston: The Riverside Press, 1928) p. iv. 
products. When consumer goods created by the savings that 
went into the production of capital goods appears on the 
market, a lack of purchasing power results at existing price 
levels. It is inadequate unless the total volume of money is 
increased either by more gold or by inflationary bank credit. 
Therefore, the monetary school is inflationist and takes a 
somewhat different approach than the distribution school which 
says that a lack of effective demand is created by a faulty 
distribution, and thus oversavings. The monetary school 
maintains that it is created by savings not offset by the 
creation of new money at an accelerating rate.9 
Foster and Catchings begin their analysis by asking if 
·it is possible to have business without a buyer. 10 Their 
answer is no. They say that buyers for consumption and not 
for production control the business process. "Consumers never 
stop buying because they fear a slump in the market for 
producers goods. 11 But, producers do not stop buying if they 
fear that there will not be a market for consumers goods. 
Enough buyers for the goods of industry would be beneficial 
9 American Economic Association, Readings in Business 
Cycle Theory, (Philadelphia: The Blakiston Company, 1944) 
PP· 392-393. 
10 The source for section II of this chapter unless other-
wise indicated is: W. T. Foster and W. Catchings, Business 
Without A Euler, (Boston: The Riverside Press, 1927) pp. 
3-77; 149-17 . 
11 Ibid., p. 6. 
to all classes of people. One group does not benefit at the 
expense of another. An adequate consumer buying, year after 
year, would benefit all groups because the resultant increased 
output would mean larger real wages and profits. The authors 
say the problem is one of enough buyers for consumption; it is 
one of providing enough money to consumers so that their con-
sumption keeps pace with production. 
Since its inception America has experienced vast medica~ 
scientific, technological and industrial progress; and yet 
average wages, they say, .are relatively low. In 1929, for 
example, they maintain that the average wage was $1367 - an 
amount which would buy very little. What is worse, the 
workers are not even guaranteed that they will continuously 
receive this small amount. So despite scientific achievements 
people are faced with anxiety, and are not even assured of 
employment and are unprepared for old age and sickness. But 
why is there so much uncertainty? Prosperity, say the authors, 
breeds depression; there is no agreement among economists as 
to whether it must. The question is a most serious social 
and political problem. The thing demanded by the masses is 
steady work and gains in real wages, and it is because of this 
pragmaticism there is no danger of revolution. The authors 
embark upon the task of discovering why business experiences 
periodic periods of prosperity and depression. 12 
12 Ibid., p. 7. 
Periods of depression are experienced because Productive 
capacity is not utilized to its maximum. This is a conseouence 
of the fear that all that is nroduced vvill not be sold at 
prices which would enable a continued production. The goods 
cannot be sold because people do not have the money '\vi th -v;rhich 
to purchase them. 
This is the gist of the matter: there is no possibility 
of preventing business depression, giving men steady work, 
rapidly increasing per-capita output and standards of 
living, unless consumers somehow obtain enough money, 
year in and year out, to buy all the finished goodsc 
about as rapidly as they are ready for sale.l3 
What causes the lack of money is a matter which requires 
elaboration. There are two reasons why neople can't buy the 
goods as rapidly as they are produced. Firstly, the existing 
distributary nrocess does not allmrJ consumers enough money to 
purchase them. Industry's increased output is not followed 
by a proportionate increase in payments to neople. So, in 
prosperous times, the consumer money flow does not keep pace 
with the consumer goods flow. Secondly, the deficiency is 
also created by the people, for uncertainty of the future 
compels some savings from their incomes. Therefore, only one 
means, say the authors, will maintain employment. People must 
receive enough income (wages, interest dividends, etc.) so that 
they may be able to buy all the products of industry. 
13 vJ. T. Foster and VI. Catchings, "The Dilemma of Thrift," 
The Atlantic l'vlonthly, 137:535, April, 1926. 
In the future we must provide as effectively for 
financing consumption, as in the Past we have provided 
for financing production.l4 
That is to say that ttsince underconsumption is the chief cause 
of our troubles, adequate consumer purchasing power is the 
chief remedy.nl5 
To Foster and Catchings it is unnuestionable that the 
country suffers from chronic underproduction. Even in neak 
periods the resources of the economy are not fully utilized. 
The war years, they say, substantiate this contention. During 
the war, when even after manpower was drawn away from pro-
duction, and millions were diverted to war industries, great 
strides of consumer production were achieved . 
. .. Our failure to produce more is not due to lack of 
capacity. That was proved during the war. Even with 
millions of able bodied men taken from productive effort, 
even with the resultant sudden dislocation of industry, 
the v-rorkers who were left produced so much that they not 
only supplied the wealth that was sunk at sea and blown 
up in battle, not only supplied the Army and Navy and 
peoples abroad, but had enough left to enable them to 
enjoy at ;east as high a standard of living as before 
the vJar .1 
Since standards of living depend upon production, nothing done 
to wages and profits will have any significance unless the net 
result is an increased output. 11lv1oving wages up no faster than 
the cost of living gets us nowhere.ttl7 
14 Op. cit., p. 20. 
15 Loc. cit. 
16 "The Dilemma of Thrift," op. cit., p. 535. 
17 QE. cit., p. 28. 
Wage maniuulation is fruitless if production is not increased. 
Production capacity is not realized in Prosperous times, 
and it certainly is not in bad times. So, why is not peak 
capacity reached? The answer, say the authors, is undercon-
sumptionism. Unless goods are sold, they are not consumed, and 
they will not be produced if they can not be sold, for costs 
have to be meet. This means that consumption regulates pro-
duction. Consumer spending creates business activity. It is 
the fear that the consumer will not spend that restricts 
consumer output. This position is summed into three terms -
"lack of markets - unconsumotion- overproduction.n18 
Everyone, say the authors, seems to think that a 
recession is ingrained in the economy because overproduction of 
goods in general is feared. This fear dominates-the economy 
to-day because of the modern bank credit and profit system. 19 
The profit system dictates, and justly so, that costs 
have to be met. Once manufacturers are convinced that the 
market cantt absorb all producti~e goods, production is cur-
tailed. Labor limits output because it fears that the more 
productive it is, the sooner it will be unemployed. This fear 
by owners and workers is manifested on a national basis by 
means of tariffs, trade concessions, etc. 
18 Ibid., p. 28. 
19 Ibid. , p. 3 0. 
e 
:.: 
Many people think that the way out of the dilemma is 
foreign trade. Any one nation can, in fact-, offset 
the lack.of purchasing power of its own people by 
sending its surplus goods abroad to people .who cannot 
pay for them at all, or who are not allowed to pay 
for them fully with goods. This device, however, 
can make the situation in any one country better 
only by making it worse in others.20 
A world's buying power which is below its productive capacity 
creates cut-throat competition and leads to wars. 
Thus capital, labor, and the State, each in its own 
way, and each without definite ideas concerning the 
cause of the trouble, expresses its conviction of a 
limited market, its fear of overproduction, its 
understanding of the fact that the21 is no such 
thing as business without a buyer. 
If the consumer had had sufficient money, all his wants would 
be met, for wants grow faster than income. 
Productive activity controls the flow of money to the 
consumers, and it depends upon the flow of money to them. Now, 
if consumer activity is increased,, prosperity will be main-
tained. If productive activity is increased "'"i thout a 
proportionate increase in the money flow, the prosperity is 
short lived. Therefore, the prosperity can be continued if 
money is increased proportionately with production. Prices 
and confidence can only rise if consumer purchasing power is 
increased. 22 
It has now been stated that underproduction is re-
20 Ibid., p. 540. 
2l Ibid., P· 31. 
22 Business Without A Buyer, op. cit., pp. 34-3 5. 
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sponsible for the non-full utilization of resources, and this 
is caused by underconsumption, and underconsumption is caused 
by a 'lack of money. The next question to be asked is, what 
causes a lack of money?23 
In the Untted States there is no source of income other 
than consumers, and consumers have no other source except 
industry. All costs - production of raw materials, the payment 
to retailer, and profits - have to be covered by what is paid 
by the consumer. In turn, consumers cantt pay any more than 
they receive from producers an~ distributors. So, if industry 
turned over all the money it received to consumers, and 
cons~mers spent all this money, industry could continuously 
sell a given output at a given price level. Underconsumption 
would be impossible. There is, therefore, a circular flow of 
money from producers to consumers and this stream is not '1fed 
by providential cloudbursts.n 24 Yet businessmen increase 
production in the hope of profits 11 on the naive assumption 
that, through some miracle, industry will contrive to get 
from consumers more money than it gives to consumers.n25 
\Vhen money is not presented, the explanation is consumer 
resistence or strike and psychological reaction. The real 
reason, however - people do not have money with which to buy -
is not given. 
23 Ibid., p. 37. 
24 Ibid., p. 39. 
25 Ibid., p. 42. 
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What happens to the money which is taken out of the 
circular flow? Businessmen are in business for profit and if 
a success is to be made of business, returns have to be greater 
thari expenses. This means that in the sale of goods more money 
is received than expended in the production of the goods. So 
the consumer does not get enough money with which to buy the 
goods from the market. No one pays out as much as he takes in, 
say the authors, because a business could not be prosperous 
unless it made a profit. It makes a profit by receiving from 
consumers more money than it gives consumers. This is true 
of every business and for the industrial world as a whole.26 
To illustrate this contention, the authors presented 
the following argument. A concern produces one hundred watches 
at a cost of eighty cents apiece. Total cost, therefore, is 
eighty dollars and this goes to the factors of production. 
The watches are sold at a dollar apiece, or for a total of one 
hundred dollars. Twenty dollars is withheld from consumers 
who are able to buy only eighty watches. Now if the company 
distributes $10.00 of its profits ten more watches may be 
sold, thus making the total sold ninety. So, as far as the 
company is concerned it has overproduced ten watches. If 
these overproduced items are sold, it is done at the expense 
of some other concern which has provided the ten extra dollars. 
The company then decides to plow back its profits of 
26 Ibid., p. 40. 
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10% so as to produce twelve more watches. It is seen that 
enough money has been provided to absorb the one hundred 
watches, but there are twelve more watches which are not sold 
because money for them has not been provided. The twelve,. 
once again, will only be sold at the expense of other concerns 
who supply the deficiency by tlpaying out as costs more money 
than they receive as consumers.n27 
It is seen, then, that as long as profits are used to 
increase output (this is and should be the policy) unless 
extra money is injected into the market, consumers cannot have 
enough money for the purchase of goods unless prices fall. 
Falling prices reduce profits; then employment, wages, and 
prosperity must come to an end. 
Here the objection may be that we are talking about 
profits as though they were locked up in somebodyts 
strong box, whereas everybody knows that about half 
the profits of corporations in the United States are 
distributed in dividends, and about half are used to 
expand business; used, for example, to pay the workers 
who build a new factory, and indirectly to pay those 
who supply bricks, cement, hardware, and the rest. 
In such ways, it is said, all the money successful 
concerns take from consumers is returned to consumers. 
This is, indeed, often the case but not always.28 
So, Foster and Catchings ask, what would happen if all 
profits were immediately distributed as dividends and there 
was no corporate savings? Their answer is that there would 
still be a shortage of buyers. That is unless consumers spent 
27 Ibid., pp. 42-43. 
28 "The Dilemma of Thrift," op. cit., pp. 537-538. 
all the money they received. All is not spent. Some is, as 
it should be, saved. "Renouncing the ancient virtue o~ thri~t 
is not a ~easible way out o~ the dilemma.n29 
There are, say the authors a number o~ methods o~ 
savings: ( 1) in real estate, ( 2) in commodities, (3) in 
hoarding, ( 4) in banks, ( 5 ) in li~e insurance, ( 6) in 
corporate stocks and bonds, and ( 7) in government bonds. 
The ~irst and second methods do not create a de~iciency 
o~ purchasing power. But when savings i.n commodities is used, 
current buying is curtailed and a lack o~ e~~ective demand 
results. Consumer goods savings can eventually cause trouble. 
Hoarding decreases purchasing power by the amount withdrawn 
from circulation. Savings in banks could create a deficiency 
i~ they were invested so that they would be used twice in 
succession. Most life insurance savings are also used twice 
in succession and the same can be said o~ corporate stocks and 
bonds. Government savings, however, are usually used ~or 
consumption purposes; they do not create ine~fective demand.3° 
There~ore, it is seen that the authors maintain that 
all savings are not hoarded. They ~ind their way back into 
banks or direct investment. This money which is thus saved is 
invested. It is ~irst used to produce more goods without 
giving consumers enough money to buy the additional goods. 
29 Ibid., p. 44. 
30 Money, QE· cit., pp. 44-50. 
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Hence, we are told it makes no difference in dollar 
demand whether an individual spend his income or 
invests his income. The essential fact that is over-
looked in the argument is that, when anyone invests 
money instead of spending it, he uses it, not to 
produce goods which have already been produced, but 
to bring about the production of more goods; and 
every dollar thus saved and invested helps to increase 
the output of industrl faster than the capacity of 
consumers to buy it.3 
To illustrate this, they assume a circular flow economy 
where there is no savings, no overproduction and no under-
consumption. Goods flow evenly. Then someone decides to save 
one dollar rather than buy a watch. The watch or its eouiva-
lent is unsold. The next step is to assume that the saved 
dollar is invested in such a manner so as to proctuce another 
watch, the process being paid out as wages. The unsold watch 
or the new one may now be purchased but not both. "To that 
extent there is overproduction.n32 
In theory, the.deficiency could be absorbed if all 
savings were used to increase capital goods, public works, 
and inventories because money would flow back to consumers 
without increasing the supply of goods in the market. So in 
this case "savings would not prevent consumers from getting 
enough money to buy a given output of goods, year in and year 
out.•t33 The trouble here is that adding to capital facilities 
eventually increase output and this requires an increased 
31 rYThe Dilemma of Thrift," op. cit., p. 539. 
32 2£· cit., p. 47. 
3 3 Ibid. , p. 48. 
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money circulation. With a given money circulation only a fixed 
amount of business can be transacted. This is the dilemma of 
thrift. Individuals and firms have to save. Yet it is this 
saving that "thwarts the social object of thrift.n34 For 
individuals, savings is earnings but for society it is a loss 
if it curtails production, as it often does because 
for every dollar which is saved and invested, instead 
of spent, causes one dollar of deficiency in consumer 
buying unless that deficiency is made up in some way.35 
Ivlaking up the deficiency c auld cause trouble, and then again 
not making it up could also cause it. Chance is a determining 
factor. No one could measure the deficiency and it could at 
times be made up because of wages paid for the production of 
capital goods. This in turn could and does create a derived 
demand for many trades (the principle of acceleration). So as 
long as capital production continues at a good rate, the 
effects of consumer and corporate savings are offset. This is 
possible because the volume of money in circulation is 
increased. If it is not, then consumers will have insuf-
ficient buying power.36 
Foster and Catchings, it is seen, constantly revert to 
the money problem. But, they are not like the "more money 
enthusiasts" of the last two centuries. They maintain that it 
34 Ibid., p. 48. 
35 Lac. cit. 
36 Ibid., pp. 49-50. 
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is not enough to increase wages in order to eliminate the 
economic troubles. They claim that they suggest a practical 
means of offsetting shortages of consumer buying created by 
savings and depressions and unemployment. The answer is that 
industry must provide enough workers with enough money. There 
would be buyers if the financing of increased production 
created more consumers.37 
The authors' discussion of_injecting more money into 
the economy·considers credit creation. Their concern is with 
instalment buying in the last decades is due to the fact that 
as productivity increases consumers do not have the income with 
which to buy. And, as has been stated, this is a result of the 
profit system which requires that consumers pay more money than 
they receive from industry. This is.their only source of 
income. As the goods flow increases, the flow of money cannot 
keep up with it, and there are more goods in the market than 
can be absorbed at the existing price level. Absorntion at 
current prices is possible, however, if an amount of savings 
was dissipated in order to offset the deficiency in current 
income.· But this is not done because savings increases over 
the years. Because of these two reasons - increased savings, 
and inadequate displacement of money by industry to consumers -
industry must resort to the device of having goods produced out 
of future income.38 
37 Ibid., pp. 52-56. 
38 Ibid., pp. 58-59. 
Instalment buying, therefore, points out that nroduction 
has been realized, and that it would not be sold if cash were 
required for payment because current incomes could not provide 
the needed funds. These goods would not have been produced 
had credit creation not been possible. Therefore, it is 
evident that instalment selling delays overproduction because 
each dollar of credit effects ineffectual demand caused by 
savings.39 
Instalment buying, bank credit extension to consumers, 
is but a small part of the ·country's business conducted on 
credit. At one time all instalment credit was extended to 
production, whereas today it is al9o extended to consumption. 
This new function, the authors believe, nullifies the argument 
that consumer credit creates inflation of bank credit and thus 
eventually a depression. The argument continues that whereas 
in the past credit increased production, consumer instalment 
credit increases consumption. The creation of credit for both 
has different effects. "Overstocking dealer's shelves on 
credit is far different from overstocking consumers' house-
holds on credit.n40 As a matter of fact, an expanding credit 
which is reflected in increased retail sales temporarily off-
sets and renders harmless any increase of credit which brings 
about a net increase in output.41 
39 Ibid., 61-62. 
40 Ibid., p. 64 
41 W.T. Foster, ''Instalment Selling - Pros and Cons," 
Public Affairs Pamphlets, 61:28, 1941. 
It should be noted that the effects·are temporarily 
offset and rendered harmless. They cannot be permanent. 
"Consumers cannot permanently increase the process by 
increasing the goods which they buy on deferred payments. 1142 
Instalment selling, as long as the volume ~xpands, 
tends to heighten and prolong periods of nrosperity, 
but in the process it creates conditions which tend to 
deepen and nrolong periods of depression.43 
Thus, say the authors, the 'debts of one period cannot be paid 
off in another indefinitely. Vfuy extension of credit only 
forstalls a depression and does not prevent it, is illustrated 
by the following analysis. In neriod one, savings and con-
sumption remain the same, and the consumers spend, say, forty 
billion in cash payments in each period. In this period 
expenditures are forty billion. In period two 41 billion are 
purchased, one billion being by deferred payments. The one 
billion worth of goods, it is assumed, would not have been 
absorbed had not credit been extended. Period three now rolls 
around and the extra billion in credit must be naid, thus 
leaving 39 billion for expenditures. In order to keep the 
activity of period three equal to that of period two, i.e. 
42 billion, two billion in credit must be extended. In Period 
four, 2 billion must come out of current income to make up the 
deficiency in period three, thus leaving 38 billion for 
Lt-2 QE. cit. , p. 64. 
43 On. cit., p. 27. 
expenditures. Therefore, in period four, four billion in credi 
is required~ and so on. This means that in each period credit 
must be increased over the previous period 11 eaual to the 
original increase, merely to sustain business at the level it 
reached by means of the original increase.nh4 Therefore, if 
credit is to be stimulated, it must be forthcoming in larger 
and larger doses. 
But expenditures do not remain at the same level, 40 
billion in the example, so theywithdraw the assumption. This 
does not nullify the analysis, they say. It means that if 
greater buying is created throughout the periods on credit, 
sales have to increase even more rapidly than in their example. 
Then, too, the assumPtion of a stationary income must also be 
brushed aside. As productivity increases, incomes and credit 
increase. So it appears that income increases with growth and 
instalment sales are unnecessary. But the argument is that 
goods increase faster than income and the gap widens and a 
recession in business is due. They state that instalment 
buying puts the consumer into deeper and deeper debt because 
a given sripply does not produce an eaual demand.45 
Thus the authors conclude that 
at times the expRnsion of instalment sales has stayed 
off a slump of business. At such times this sales 
device has boosted employment, production, and Payrolls. 
44 2£· cit., p. 68. 
45 Ibid., pp. 69-72. 
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It has, therefore, lifted the standard of living ... 
The stimulus to business can come, however, only when 
instalment sales are increasing. If the sales volume 
were stabilized, this selling device would neither 
advance or retard business ... Sales fall off sub-
stantially when business in general falls off, while 
debtors continue to make payments on the goods which 
they bought when business was prosperous. Thus a 
part of their current income .is lost to current 
markets. Depressions are deeper and last longer, 
therefore, than they would if consumers bought only 
for cash and kept out of debt ... However, the charge 
frequently made that instalment selling is the chief 
cause of depressions lacks support either in logic 
or in statistics. The net effect is to extend and 
prolong both the upswings and downswings of business 
cycles.46 
Thus far, a consideration of the authors' consumption 
position has been presented. Their analysis of·investment is 
not only enlightening but necessary if their theories are to 
be understood. Unlike any of the underconsumptionists 
discussed, they present a thorough analysis of capital growth 
and autonomous investment. They cite examples of the railroad 
and automobile industries as creating what Schumpeter called, 
"primary and secondaryn 1-vaves. The initial investment creates 
activity and this in turn creates even more because, expressed 
in present terminology, the marginal efficiency of capital is 
high. Consumption is a function of income 'because it is 
restricted by the expansion of consumer demand which is 
restricted by consumer income.47 
\fuen consumer demand does not keep up with production, 
46 "Instalment Selling - Pros and Cons, Tf p. 2EL 
47 2£· cit., pp. 77-79. 
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prosperity ends 1,vith depression. Investment outran con-
sumption causing a lack of effective demand. And, once again 
the authors state that savings and profits ~reates it. The 
only way prosperity comes about is by having consumers pay 
more money than received in the making of consumptive goods. 
This is possible by having consumers work on the production of 
capital goods. Consumers are not expected to pay for them as 
they are produced and the supply of consumers 1 goods will not 
be added to for a time because of the roundabout process of 
production.48 
It might be asked, (as did Baranowsky of Sismondi) why 
should there be capital outlays if there is a dilemma of 
thrift, if consumers do not get enough money with which to 
buy goods?49 It is further asked, how could industry ever 
sell an increasing volume of goods and why is not there a 
chronic overproduction? 
The answer to these questions and criticisms is 
presented by the authors when they remind the inquirers and 
critics that nindustry has no source of income except 
48 Ibid., p. 80. 
49 Turgan-Baranowsky 1 s main criticism of Sismondi 1 s 
position was that he did not believe that inadequate con-
sumption was created.by the poverty of the masses. How, he 
asked, fortified.with historical data, could prosperity 
follow a depression which was caused by the poverty of the 
people? Chronic stagnation would be the necessary conseauence 
if insufficient consumption were the cause for crises. Foster 
and Catchings answer this criticism in the above analysis. 
(A. Hansen, Business Cycles and National Income (New York: 
VI. \V. Norton and Company, Inc., 1951) pp. 280-281 
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consumers, and consumers have no source of income except 
industry.n50 If all the money received by industry were paid 
by industry to consumers, and the consumers 1 (in modern termi-
nology) propensity to consume were unity, or investment took 
place so that income could flow back to consumers, industry 
could indefinitely sell an amount of goods at a given price-
level. There vwuld be no cyclical fluctuations. If there was 
saving, as indeed there is, the gap created by it could be 
offset by public works because savings for investment or 
public works flows back to consumers. A circular flow of 
money and goods would be maintained from producer to consumer. 
Ineffectual demand could not exist. But, in recent years, 
say the authors, savings - corporate and individual - have not 
been invested in ways that would induce a flow back to 
consumers. Some savings are hoarded, some go into bank 
balances and some are transported abroad. This makes a 
depression inevitable.51 
It has been stated that savings can be more than offset 
by expanding the volume of money. Banks make this possible by 
extending money to consumer and capital borrowers, and to 
public works projects. To consumers it makes little di.fference 
vJhat is being built in the period in which it is built. Credit 
can be extended only if someone borrows money. Idle funds 
50 Ibid. , p. 83 . 
51 Ibid., p. 84. 
11 
have no effect. 
This foregoing analysis precipitates this conclusion 
from the authors: A country can prosper, as indeed has the 
United States, if the volume of money is extended sufficiently, 
mostly in public works and capital formation, to offset indi-
vidual and corporate savings. But the extension of money alone 
would not in itself account for business growth. What does 
account for it is the additions made to wages, interest and 
dividends brought about by capital and public works expendi-
tures. These have enabled consumers to buy an increased out-
put from the increased productivity.52 Thus it is evident that 
it is impossible to use the capital facilities we 
already have, to a sufficient extent to keep business 
prosperous unless we are building nevJ capital facili-
ties at a sufficient rate.53 
To keep todays productive facilities in operation requires 
that next years be built, and to keep the new ones going 
reouires still more new construction. This allows the marginal 
efficiency of capital to'remain high. 
An autonomous factor, an innovation, could create capita 
growth in an industry (the authors cite the railroad industry 
as an example) so that a sufficient amount of money is put into 
circulation. But, when the industry reaches its point of 
inflection (as did the railroad) without being offset by 
another innovation, business prosperity declines because (in· 
52 Ibid., p. 85. 
53 Ibid~ , p. 86. 
terms of the tools not used by the authors) the efficiency of 
capital falls and also because the principle of deceleration. 
Ivlerely stabilizing the level of growth does not prevent a 
depression because prosperity cannot be maintained by giying 
a fixed level of income to workers since consumers PaY more for 
the goods they receive than the cost of making them.54 
The rate of growth is important because a stabilized 
business does not add to the ~ayroll in connection with expense 
of plant. Once again the authors ~o consider the principle 6f 
acceleration although not noting the term "every body kQows ... 
that the amount of consumer income derived from that source 
(the authors refer to the automobile business) is huge.n55 If 
an innovation had not occurred, there would not have been a 
derived demand for the thousands of industries which supnort 
it and create derived incomes. The innovation will eventually 
fade (the efficiency of. capital concept) and unless there are 
others, a depression is inevitable. nsome large ne\v development 
is imperative.n56 There must be an innovation accompanied by 
credit expansion. In the past, innovations have come by chance. 
But, that period is over; there should be planning and research 
54 Keynes maintains that one autonomous investment after 
another was needed in order to maintain income and thus con-
sumption. Foster and Catchings say that the same thing must 
happen in order to absorb savings and thus create purchasing 
power. 
55 Ibid., p. 91. 
56 Ibid., p. 102. 
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which would insure the opening up of new resources, markets, 
new business techniques, etc. Certainly, it cannot be said 
that these underconsumptionists ignored investment.57 
The discussion thus presented is the essence of the 
theories of Foster and Catchings and their analysis leads to 
conclusions for policies in foreign trade and, as seen, in 
credit, public finance, and in stabilizing the business dollar. 
As for foreign trade, the solution of the problem of tariffs 
is that Americans should be enabled to consume the produced 
goods or the full equivalent of the products of other countries. 
The right flow of money is the chief need regardless of tariff 
schedules. 
Because of existing conditions, lack of·effective 
demand, there are grounds for objecting to free trade. But 
these conditions themselves are absurd for they prohibit the 
receiving and exchanging of useful goods. Conditions as they 
should be mean that all goods sent from abroad would be 
purchased on the payment of the debt, and all goods produced 
at home would be retained for consumption. 
As for stabilizing the buyerrs dollar, the Federal 
Reserve could achieve this by controlling consumption and 
production credit and the amounts of private and corporate 
saving. The Federal Reserve should be given power to finance 
consumption as it finances production. 
57 Ibid., p. 92. 
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In concluding the discussion of their basic arguments, 
the authors again restate that the right flO'V'T of money to 
consumers is important. The flow must be right and wages high 
enough. The right flow usually insures that wages will be 
high enough. "The right flow cannot be induced by the high-
wage, low-price, mass-production program."58 It often comes 
because of expansion of capital industries and autonomous 
investment with accompanying or resulting money expansion. 
But these depend upon chance and, therefore, there should be 
planning to overcome the dilemma of thrift. 
The solution, then, is that when prices tend to fall, 
the purchasing activity of the community by whatever means 
possible should be encouraged. Public works financed by credit 
is auite acceptable to them. This would have the affect of 
increasing tota.l purchasing power of the community. Thus, it 
is seen that these proposals are very much like those adva.nced 
by the other writers and in section I of chapter II. 
III 
The analysis of the theories of Foster and Catchings 
indicates that the writers were concerned with the concepts 
which are today considered by some economists as the modern 
tools for the explanation of business cycles. They did.not, 
however, use the tools as such in their explanation. They were 
58 Ibid., p. 193-194. 
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on the right track for an analysis of their theories in the 
li~ht of the acceptance of the tools indicates that the theorieE 
are within their framework. The tools can be worked into the 
discussion. They stated that unless autonomous investments 
followed one another that activity would fall because profits 
would decrease (efficiency of capital) since consumption was 
relatively stable and was outdistanced by investment. Once 
this happened, other industries would also suffer (acceleration 
principle) and the situation could permeate the entire economy. 
This analy~is also indicates that the theories of 
Foster and Catchings, members of the monetary school, are 
basically the same as those of the modern distribution school 
of underconsumptionism. They differ as to emphasis upon what 
causes investment to outrun consumption and thus creates 
ineffectual demand. The shift in emphasis necessitates a 
somewhat different policy to be espoused by both schools. As 
has been indicated, the distribution school insists upon a 
redistribution of income in order to offset oversavings. The 
other school advocates increased monetary expansion at an 
accelerating rate so as to overcome the dilemma of thrift. 
Both attempt to achieve the same end - creation of effective 
demand. 
Criticisms of the distribution school have been 
presented in the previous chapter, and now, too, the monetary 
school, as expressed in the theories of Foster,and Catchings, 
are to be subjected to criticism. 
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(1) If bank credit is expanded to increase production, 
consumer demand increases before there is any increase in 
consumer goods. This is created by the roundabout method of 
production. Workers are being paid while consumption goods 
have not yet reached the market. This analysis is sound for 
certain phases of the cycle.59 
(2) Unless bank credit is increased on an accelerated rate, 
consumer supply outruns consumer demand when new consumption 
goods reach the market. So prices fall. This is because 
the 
absolute increase in consumer money income (or decrease) 
is equal to the added expense outlay, whereas the 
absolute increase in consumer supply (measured in terms 
of moneyl is equal to the added expense outlay plus 
profits.oO 
'rhis assumes that a 10% expense increase employes 10% more 
nroductive factors and results in a 10% increase in product. 
But a 10% increase in expenses only adds 9% to consumers' 
income ( 107~ is the total value output, and 10% is profits) and 
hence consumer supply outruns consumer demand and prices fall. 
(3) Consumers' demand will remain equal to consumers' goods 
if the increased output which has not yet reached the market 
is financed through consumer and corporate saving. Once the 
goods reach the market, supply will outweigh demand unless 
59 A. Hansen, Business Cycle Theory (Boston: The 
Riverside Press, 1933) pp. 49-50. 
60 Ibid., p. 55. 
credit is extended. This extension, however, only defers 
ineffectual demand because bank credit is primarily issued to 
producers with the final result that more goods will be 
produced. So savings causes price fluctuations, prosperity 
and depressions. But, in opposition to the authorsr saving 
position, Hansen says that savings in itself' does not have to 
create this situation because uniform savings can be con-
sistent with economic stability as will be indicated shortly. 
Other dynamic forces could also create the trouble. Hansen 
criticizes this savings position by stating that 
what the authors say is that increased savings or 
capital could cause the deficiency. They do not 
mention or fail to realize that the same results 
could be obtained if there was an increased personal 
efficiency of labor, or if management improved its 
methods. Innovations, too, could cause the same 
results. So, if it is correct to say that over-
savings and thrift creates overproduction, then, 
it is also correct to say more about discovering 
new resources, increasing population, etc.61 
Gordon Hayes takes exception to this criticism of 
Hansenrs and says that 
the inference is, apparently: so why worry about 
the disturbances caused by additional consu~ption 
goods flmving from new capital instruments?b2 
In reference to the above argument, there are two 
points to consider. 
First, even if there are other factors that disturb 
the equilibrium, this one is not to be brushed aside 
61 Ibid., p. 46. 
62 G. Hayes, Spending, Saving, and Employment (New York: 
Alfred A. Knopf, 1947) p. 72. 
simply for that reason. Secondly, the other factors 
mentioned by Hansen need not, and normally do not, 
create a market impasse. That is, they may disturb 
price and prgduction relationships without making a 
market glut. 3 
Because consumer buying lags behind production and 
investment progress is thwarted. Savings is one of the 
reasons for this condition, say the authors. Individual and 
corporate savings are used not to buy goods already in the 
market, but to produce more savings. Some of these savings, 
however, are distributed to wage earners who buy consumption 
goods. But the savings process eventually. increases the out-
put of consumer goods. Savings mean increased capital, and 
increased capital means more production. This increased 
output cannot be absorbed unless prices fall. All things 
being equal, savings has the effect of making prices fall, 
and falling prices creates depression. 'rhis is the dilemma 
of thrift. The r'emedy is unproductive expenditures. At once, 
it is seen that this is in agreement "\vith the position of 
Lauderdale, IVialthus and Hobson and Keynes. This type of 
expenditure utilizes goods without placing more goods in the 
market. Foster and Catchings~ as did Keynes, even defend 
wasteful expenditures. They say that the manipulation of 
distribution would only delay ineffectual demand by di-
minishing savings. Regardless of a redistribution, people 
63 Ibid. , p. 72. 
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and corporations must sav~ in defense. 6L~ 
Savings can not be eliminated, nor should they. This 
deficiency of demand created by savings cannot be offset by 
extending credit because credit usually increases production. 
Credit does, however, as has been seen, temporarily offset 
savings. But this creates a ne1;v volume of money which further 
aggravates effective demand. 
The authors placed all their stress upon savings as 
creating the periodic fluctuations of cycles. This is another 
of their shortcomings. Savings is but one of the factors which 
can create depressions and revival. The authors admitted that 
there were more, as is evident by their discus$ion of the need 
for autonomous investment. But here, too, the function of the 
autonomous investment would be to create activ.ity in order to 
absorb savings. 'VVbile other things are important, they 
emphasized savings, and ohly savings as being the sole cause 
for the cyclical movements. They did not distinguish between 
a full-employment and an unemployment economy in their dis-
cussion of savings. In a full employment economy savings 
would come from consumption, and expansion of investment in 
one industry is done at the expense of another. But in an 
unemployment economy investment is, by definition, insufficient 
to absorb the savings that would be generated by a full level 
~ of employment. Savings under these conditions would be 
64 Hansen, op. cit., p. 163. 
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harmful. The authors, then, did not distinguish between the 
role of savings in a full employment and an unemployment 
economy. To them all savings was harmful.65 
A normal amount of savings is necessary, and Hobson 
would agree with this, for growth and expansion and should 
not disrupt the price level as Foster and Catchings maintain, 
In addition to this, their analysis is in error in that they 
failed to distinguish between invested and uninvested savings. 
They did refer to hoarded money but thought it a minor 
consequence. Their point, however, was that the use of money 
in production prevents its being used in consumption. This, 
money was used twice in production and once in consumption.66 
They must also be criticized in reference to their 
position, as indicated in the watch example, that an increasing 
productive expenditure will result in an eauivalent increase 
in the volume of production. In a revival phase, and in the 
beginning of prosperity, increasing material and "\"fage outlay 
does not increase physical production because existing fixed 
capital goods are utilized. Nor is production greatly 
increased in the second phase of prosperity because the 
production forces of the community are already utilized. 
Creating credit will put more money·into the hands of people 
who will not buy more factors (none available at full em-
65 Ibid., p. 168. 
66 Hayes, QE· cit., p. 147. 
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ployment) but will bid the factors away from competition. 
Production does not rise but expenses do. So this seems, 
Hansen believes, to refute the position that credit must be 
expanded at an accelerating rate. He says that as competition 
for the factors becomes severe> profit margins will decrease 
because wages would rise. The tendency to counteract this 
and to break bottlenecks would create improved production 
processes which would lower costs and raise profits. Foster 
and Catchings did not take this into account. They argued 
that in spite of reducing forces, profits could fall. But, 
retorts Hansen, this does not necessarily mean that the price 
level is falling; it could mean that the savings volume is 
falling. Therefore, the money supply does not have to be 
increased at an accelerating rate because the supPly can 
increase to the point where it offsets the increased supply 
of goods. This would prevent a decline in the level of 
prices. A constant rate of increased money supply could be 
sufficient to keep the price level stable.67 
The theories of Foster and Catchings do not consider 
whether savings is voluntary or enforced. By not taking 
cognizance of the fact that after a certain point has been 
reached increasing credit will not increase production, they 
minimize the ultimate counterdepressional influence of an 
67 D. Hamberg, Business Cycles, (New York: The Macmillan 
Company, 1951) pp. 265-267. 
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expansion of bank credit. Another failure is that they did 
not see that the result of not continuously expanding credit 
would be to decrease profits and not prices.68 
Do these criticisms invalidate the position of Foster 
and Catchings? The authors were aware of them and yet said 
they would not change their positions because they did not 
disrupt their analysis. Time will tell. 
They were right in their main point - we cannot sell the 
product that we are able to produce - and they were right 
that this comes about because the desire to save prevents 
persons from buying what is, or might be, available. But 
they failed to trace the consequences of saving step by 
step through the economic process. They did not 
establish the point that savings are almost always on 
the verge of not being invested and periodically are 
definitely uninvested. Or, in Keynesian terminology, 
they did not show that the propensity to save so 
reduces the profitability of investment that capital 
building is curtailed, unemployment results, and 
incomes are reduced. Nevertheless, they deserve a 
big tally for their assist.69 
The value of the theories of Foster and Catchings, then,· is 
that they raised many problems and offered incitement to work 
in the field of business cycles. While they were writing, 
much of the material they discussed was ne\v and difficult. In 
more expert hands, those of Keynes, their theories became 
integrated. Furthermore, their theories are easily worked into 
the discussion of the tools now employed in the explanation of 
a modern business cycle approach. 
68 Hansen, £E· cit., p_. 165. 
69 Hayes, op. cit., p. 148. 
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CRAFTER V 
CONCLUSION 
This review of the selected underconsLunption theories 
has indicated that, irrespective of its form, these theories 
are characterized by the feelin~ that investment outruns con~ 
sumption in the existin~ system and the only way of eliminating 
the resultant ineffectual demand is to increase consumption. 
The manner in which this is to be done depends upon the school 
to which one adheres& The distribution school would raise it 
by increasin, the individualts share of income, while the 
monetary school would resort to monetary expedients. The 
positions of both schools were clarified by considerin~ the 
concepts upon which underconsumption theories are founded, 
their historical development from early times to the Keynesian 
revolution, their relationship to business cycle theory, their 
stand in regard to the principal ar&uments of the classicists, 
their basic propositions for overcomin~ ineffectual demand, 
and their relationship to the writers who represent the early 
approach ..-. Malthus, Sismondi, and Lauderdale ..,..,, and then to 
those who represent the modern position -Hobson, Foster, and 
Catchincs,. 
The essence of the theory is that consumers are not 
provided with enough mone~ with which to buy produced &oods at 
profitable prices. There is, then, a deficiency of purchasin~ 
power or a shorta£e of consumers' income. BasicallyJ this is 
caused by a society which does not spend all of its income. 
The savinr,s is responsible for the trouble as it creates a 
source of capital formation, which in turn creates more 
production. This causes investment to outrun consumption. 
Throu~hout its development this es8ence of underconsumptionism 
has been expressed in a number of ways: (1) innovations and 
accumulation create production far in excess of effective 
demand; (2) purchasing. power is in some way lost to the 
economic system and does not appear as demand in the consumer 
goods market; (3) if money is not increased in the same pro-
portion as pop~lation, invention, production, and capital 
~rowth, ineffectual demand will result; (4) underconsumption 
could just mean oversavin&s. 
These different senses were grouped into two schools ~ 
the distribution and the· monetary. The distribution school 
maintains that maladjustments in the distribution of income 
create ineff.ectual demand. This situation can be overcome by 
eliminatin& the inequality in the distribution of the factors 
of production. The latter school maintains that ineffectual 
demand is not created by unequal distribution, but by the 
monetary maehinery of capitalism. ~herefore, ineffectual 
demand may be overcome by inflationary measures. 
The Keynesian revolution was responsible for a re-
evaluation of these underconsumption positions, for prior to 
that time, underconsumption theories were considered un-
scientific and heretical. For three centuries they simmered in 
the underworld of the heretical economists. As has been noted, 
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they appeared in the sixteenth~ and seventeenth~centuries and 
' 
later, with the ~Titin~s of Malthus, Sismondi and Lauderdale, 
came forth with some intensity~ However} they.were forced 
under~round by the classicists whose positions would have been 
ne~ated if they were accepted. The theories were resurrected 
and rejuvenated when in 1889 Hobson and Mummery presented The 
Physiolo·~y of Industry. Since that time many writers have 
espoused underconsumption positions as business cycle theories. 
In the 1920's Foster and Catchin~s, also concernin: themselves 
with business cycles' presented their. underconsumptio,n approach; 
these, too, were considered heretical until the Keynesian 
revolution. 
It was noted that the early underconsumption theories did . 
not concern themselves with business cycles. They were pre~ 
occupied with one phase of the cycle, depression or crisis) 
because business cycle theory had not been developed. However, 
with the development of bus~ness cycle theory came the attempt 
to explain cycles in terms of underconsllinptionism. 
The Keynesian revolution, then, was responsible for the 
revaluation of underconsumption·theory. It did this because 
Keynes, althou~h not an underconsumptionist, espoused under-
consunption approaches. He stated tha·t depressions are 
attributable to "social practices and to a distribution of 
wheal th which tesuiLits~ ±n'.a propensity to consume which is 
unduly low.ttl 
1 J.M. Keynes, The General Theory of Employment, Interest, 
and l'ionev (New York--:Harcourt Bface al.':iU Company.,l950) p .. 329. 
128 
He b'elieved that underconsumptionists were "'undoubtedly in the 
right,n because the present state of affairs (Keynes refers to 
the Great Depression} does not permit planned and controlled 
investment which is subject to the marginal efficiency of 
investment, i .. e., the interest rate and the 'private judt;rn.ent 
of investors. With. these conditions, the only means of raisinc 
the ievel of employment is by increasinr; effective demand,. 
because, if investment cannot be increased, the only other 
way to increase emploJ~ent is to increase consumption.2 
Keynes, however, did. not accept the entire under-
.conswmption position; he believed that too much emphasis was 
placed upon increasin~ consumption at a time when there was a 
social and ecronomic advantage in increasinr; investment., He 
said that underc-onsumptionists were theoretic:ally subject to 
criticism, because they neslected the fact that there are two 
ways of expandin,; output. Even if it was decided that it would 
be better to increase capital more slowely, and to concentrate 
effort on increasing.consumption, this step would have to be 
taken with open eyes af~er well considerin& the alternatives. 
Keynes believed that it would_ be bett-er to increase investment 
until it ceases to be scarce. But he admits that this is a 
practical judgment and not a theoretical imperative.3 
The wisest course, then, would be to increase both. 
2 Ibid., p. 330. 
3 Ibid. , p. 223. 
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consumption and investment at the same time. The rate of 
investment should be controlled and the propensi t3r to consume 
increased. There is definitely room for both to increase at 
the same time, not at a. stationary, but at an increasin~ rate.4 
According to Keynes, and his followers, investment 
declines because the consumption function is relatively stable; 
thus, as incomes increase, consumption increases but at a 
proportionately lower rate than income. Therefore, as the 
economy increases its income, more and more is saved. The rate 
of savin~s eventually rises above the rate of investment 
causing the marginal efficiency of investment to decline. 
Unless there are offsets to savings, economic activity must 
fall, and it will not stop until investment and savin~s are 
eq_ual. 
It is evident that the Keynesian analysis is somewhat 
similar to that of the underconsumptionist, a fundamental 
difference being that Keynesians emphasize investment while 
the latter stresses consumption~ However, the difference, as 
stated, is more than a matter of emphasis. The cause of 
unemployment, say the Keynesians, is a lack of investment. The 
underconsumptionists say that it is caused by a lack of 
consumption. The Keynesian remedy would be to continuously 
increase investment. Underconsu~ptionists re~ard this as 
~ impossible because the very thing that makes investment 
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profitable is consumption. It is seen that Keynesians view 
consumption as a passive factor which is a function of, and 
a;overned by, income. Th~refore, to them, investment determines 
national income and consumption. The underconsumptionists do 
not accept the one sided explanation for cyclical fluctuations. 
They maintain that while investment chan,es play an important 
role., consumption chan&es are just as important. There is a 
levera~e effect, they hold, that is created. by consumption of 
durable goods which ~enerates a determ~nin~ force in the income 
level. This group considers automobiles> housinth and other 
durable consur.ter goods, and present these as illustrations of 
the-fact that consumption is far from bein~ as passive a factor 
as the Keynesians maintain.. As noted, Keynesians do,. as does 
Hansen, discuss the relat-ionship between investment and 
consumption. Hansen stresses the importance of consumer durable 
~oods expenditures. However, his emphasis, too, is upon new 
investment as a strategic factor~ 
Althou~h these basic differences exist, there are many. 
similarities between the two points of view. Their policy 
proposals are Somewhat the same even though they seek to achieVE 
different ends. For example, while one school advocates public 
expenditures for the purpose of increasin~ investment outlets, 
the other advocates the use of the same device in order to 
increase consumption. The two schools also present a united 
front in their condemnation of the classical assumptions. 
Sayts Law of Niarkets was subjected to much criticism by 
.._Jl 
the 'underconsumptionists. Demand, it was said, increased with 
production an~ staved off. ~lutted markets; there was no 
ineffectual d.emand. Underconsumptionists denied this and its 
implication that human wants are unsatiable~ They also objected 
to the classical claim that there was a transference of con-.. 
suminc power from the rich to the poor,._ The balance or 
harmony theorem of the classicists was also unacceptable to the 
underconsumptionists, for they said that prices were not as 
flexible as the classicists maintaineda The theories of the 
underconsumptionists discussed attempt to refute these 
classical positions. 
Underconsumptionists present similar proposals in order 
to overcome ineffectual demand. The monetary school, however, 
stresses extension of credit while the distribution school 
advocates a redistribution of the factors of production. Both 
schools considered the advantages and disadvanta,es of using 
foreign trade as a means of decreasint ineffectual demand. 
They also considered the reduction of prices without interferin~ 
with profit marains. They would, furthermore, increase wa,es 
so as to give more purchasin~ power to consumers.. They a+so 
advocated low interest rates in order to stimulate construction 
Most widely emphasized by both schools and Keynesians is 
government expenditures~ 
e The ar~;uments of 'the early underconsumptionists and 
their rebuttal to the classical pos;i.tion were presented in the 
discussion of Malthus, Lauderdale, and Sismondi. They said 
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That investment outran consumption, and that the resulting 
lack of effective demand indicated that Say's Law of Markets 
was erroneous. They advocated a redistribution of income so 
as to decrease savin~s, and accordino; to the Keynesian 
analysis, fill the gap in the consumption function. 
The importance of these early writers is that they laid 
the foundation for the underconsumption approach. Although 
they were concerned with depression, they discussed, as noted, 
such concepts as the multiplier principle, the schedule of 
diminishing marginal productivity and the accelerator 
principle. What they lacked, (in terms of the three tools) 
was the concept of the schedules of savints and consumption in 
relation to income. They also failed to analyse investment 
outlets. They had no clear concept of autonomous investment. 
They condemned a hi&h propensity to save,. but as such, it· 
would be of no harm if investment outlets were hi~h enough to 
offset the savin,s. Truly, a hit!;h propensity to save vlill 
'decrease effective demand if technology and exogenous factors 
remain the same~ The consumption function would have to f'all, 
and with it, induced investment. The underconsumptionists and 
classicists did not realize that this very thin, had taken 
place at the end of the Napoleonic Wars. The decrease in 
~overnment expenditure was not offset by private consumer 
e spenclin~. The consumption function which was falling could 
have been raised had there been aclequa te investment outlays~ 
Autonomous investment would raise consumption, a function of 
1~1 
income, and this in turn, if the marginal propensity to consume 
was not unity, via the multiplier, would create even more 
acti vi t,Y and prosperity. Furthermore, they did not see too 
clearly that an induced investment via the accelerator would 
even raise effective demand hi~her. Too much emphasis was 
placed on savin,s and very little upon investment. They 
wanted to decrease this excessive savings by a redistribution 
of wealth. While this is an important measure in chancin~. 
the consumption function, it a.lone is not the answer. 
Hobson, too, was a member of the distribution school~ 
But, unlike the others before him, he was concerned with 
business cycles. He said that the incomes of the wealthy 
rise faster than their expenditures. This increased savincs 
when invested in producers' capital increases the supply of 
goods and in turn the income of individuals. Eventually the 
market becomes glutted with consumers goods that can not be 
sold at a profit because toq much of the potential purchasing 
power has been saved. When prices fall, the markets are clear~ 
ed of the goods, and savings and spendin, are balanced. 
Investment once a~ain returns. The cause of the crisis is 
oversavincs and this is brou,ht about by disparities of income 
between the poor and rich which make savincs for the wealthy 
automatic. The answer is redistribution and government 
~ expenditures. 
-As was indicated in Chapter III, Hobson's underconsump~ 
tion theory (by use of the three tools) can be translated into 
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the modern business cycle approaeh. His theory can be thought 
of in terms of a lan,uage he did not employ. For example, as 
was seen, he maintained that a.dovvnward movement in the economy 
could be created by a reduced demand for capital goods once 
consumption falls off. In terms of the three tools, once. 
demand falls off the efficiency of capital is reduced and via 
the decelerator and multiplier, a cumulative contraction is 
crested. Unemployment follows and purchasing power is reduced 
and t~erefore demand for consumption is further decreased and 
the depression ,oes alon~ its usual course. Once inventories 
are exhaustedJ unemployed factors are put to work and eventua~ 
the marginal efficiency of capital becomes profitable and the 
revival phase is on its way via the leverage effect of the 
multiplier and accelerator. Stated in terms of Hobson's own 
analysis, demand in the capital goods industry falls off 
because of oversavin£s. This causes investment ~o outrun 
consumption and creates an ineffectual demand, and a 
recession is precipatated. In the depression phase) savings 
are ~ventually reduc~d causin~ a decrease in ~lutted ~oods. 
During the revival period, savings agairi increase until 
eventually the peak of prosperity is achieved and a downward 
movement is again created. 
In addition to the distribution school there is the 
' . 
monetary school which also attributes the cause of investments 
outrunning consumption to savings. The proposals of this 
school concern themselves with monetary manipulation, in 
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contrast to those of the distribution school which deal with 
distribution policies. Fost~r and Catohin~s were considered 
prominent exponents of the monetary underoonsumption school. 
They centered their attention on the problem of consumption 
and ar~ued against ·the classical positions which were presented 
in Section I of Chapter II. · Because this is a money eo onomy, 
they said, proouo tion is faoili ta teo. by the consumers money 
demands. A·failure of production is brought about because of 
an ·inability to sell. Consumers cannot buy the goods that they 
are capable of producing because the economic process fails to 
provide them enough money with which to buy these goods. There 
is a deficiency in consumer buyin~ power because of individual 
and corporate savin~s. But, even without profits investment 
would outrun consumption if individuals saved part of their 
incomes from wa~es and interest. 
Of course, where they were in error.is that they did 
not distin<uish between invested and uninvested savings. 
They did refer to the hoarding of money but did not consider 
it a major factor. Their.prinoipal arg~ment was that money 
used in·produotion could not be used in consumption. They, as 
seen, said that money is used twice in production while once 
in consumption. These writers, then, failed to establish that 
the investment process is limited, (the Keynesian analysis 
overcomes this difficulty). But, they were right in that 
produced products could not be sold because of savings. 
However, they did not trace the consequences of saving throu~h 
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the economic process. "They did not establish the point that 
savin&s are .almost always on the verge of not being invested 
and periodically are definitely uninvested."5 
Foster and Catchin~s are not the only ones that failed 
to trace savings through the economic process. All under-
consumptionists are subject to this criticism. They failed 
to realize that in a fu+l employment economy savings are 
necessary because without savings plant, eq_uipment, and 
inventories can't be expanded. This savings will come out of 
current consumption because in a full employment economy it 
cannot be derived elsewhere. Expansion of investment in one 
industry wiil be done at the expense of another.6 
In an unemployment ec~momy a different situation exists. 
nBy definition, an underemployed economy is characterized by a 
rate of investment which is insufficient to absorb the savings 
that would 'be generated by a full employment level of national 
income.u7 An increase in savin~s under these conditions merely 
aggravates the d.epressed condition. The new savings cannot be 
invested and the demand for money will fall further. There will 
be a decreased demand for consumer goods; if it is not counter~ 
balanced by increased investment caused by autonomous factors, 
5 H.G. Hayes, Spending, SavinQ;, and Em.ployp1ent (New York: 
w.w. Norton and Company, Inc., 1951) p. 148. 
6 D. Hamberg, Business Cycles (New York: The Macmillan 
Company, 1947) p. 273. 
7 Ibid., p. 274. 
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it will lower the marginal efficiency of investment thus 
depressing even further the rate of investment and eventually 
causinc a depression.B 
The theories of Foster and Catchings can also be 
~ translated into language of the modern business cycl~ approach. 
They, more than any other underconsumptionists, were concerned 
with autonomous investment. As indicated, they discuss~d what 
is now termed the marcinal efficiency of capital and its 
effects upon the economy~ They also considered the effects of 
ind~ced investment. Their analysis, then, may be spoken of in 
terms of a language they did not use and can be translated 
into the tools employed in the explanation of the modern 
business cycle approach. 
In conclusion, in the light of the Keynesian revolution, 
it now appears that many of the underconsumptionist~ 
underlying issues were essentially correct. Changing 
conditions are compelling chances in the structure of theory, 
and the conventional attitude of opposition to underconsumption 
theories has been diminished. Prior to the Keynesian 
revolution, nthe cards have been stacked a&ainst the 
underconsumptionist. Or, to alter the fi,ure, the judte, jury, 
and witnesses have been prejudiced a&ainst the defendant.tt9 
Nothing, however, is more clearly established than that 
pro,ress can be made. The flatness of the earth finally 
had to ~ive way to roundness. Authority and respectability 
could,not save it. It went hard, but it went.lO 
8 Ibid., p. 274. 
9 Hayes, Q£• cit., p. 145. 
10 Loc. cit. 
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ABSTRACT 
An attempt has been made in this thesis to indicate 
that the underlyin~ issues of the underconswmption analysis 
are essentially correct, that these selected underconsumption 
theories are characterized by the feeling that investment 
outruns consumption in the existing system. The manner by 
which to overcome this situation is to stimulate consumption by 
either increasin& the share of income as proposed by the 
distribution school, or by means of monetary manipulation as 
a.dvanced by the monetary school. This paper also points out 
that the modern underconsumption writers anticipated the tools 
now used in a modern business cycle approach. They did not 
have them; they approached them and, therefore, were on the 
right track. This particular business cycle approach as 
accepted by A. Hansen, J. Hicks, and R~ Harrod integrates many 
theories of the business cycle into one by the· use of three 
tools - the mar~inal efficiency schedule in relation to the 
rate of interest, the role of investment multiplier based upon 
the consumption function, and the principle of acceleration, 
i.e., the effect of change in income in respect to the rete of 
investment. This modern theory synthesizes the various and 
seemingly conflicting opinions of business cycle theorists; 
with one stroke it takes into consideration the role of money, 
the role of investment, and the role of consumption. 
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Underconsumption theories were considered heretical 
because they denied basic classical postulates ~ (1) Say's Law 
Markets, and·its implication that human wants are insatiable, 
(2) that unused buyinc power.of the rich is transferred to the 
poor by means of the payment of waees. This indicates that 
total buyin,; power is adequate, (3) prices are flexible and a 
~lutted market is impossible. 
The opposin~ ar,uments to these views were presented by 
the method of showing their relationship to the positions taken 
by the selected writers who advanced underconsumptionism. The 
theories of Mal thus, Sismondi, and Lauderdale were considered 
because they prepared the way for the modern underconsumption 
approach. These writer~ in indicatin& that-investment outran 
consumption, advocated a redistribution of income so as to 
decrease ssvings. They were concerned with depression and 
not business cycles because cyclical theory had not been 
d.eveloped in their time. However, much of their discussion 
can now be translated into the concepts which today attempt 
to explain a modern business cycle approach. They discussed 
such concepts as the multiplier principle, the schedule of 
diminishing marginal productivity, and the acceleration 
principle. What they lacked (in terms of the three tools) was 
the concept of the schedules of savincs and consumption in 
~ relation to income. They did not analyse investment outlets, 
and they had no clear concept of autonomous investment. 
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·. 
Because business cycle theory had been advanced before 
the later selected writers presented their positions, these 
attempted to explain cyclical phenomena in terms of under~ 
consumptionism. John Hobson was selected because his approach 
is representative of the modern distribution school. H~ felt 
that excess savings created such a large production that 
underconsumption resulted. He failed to realize that saving. 
in itself is not harmful if there were outlets for it. It was 
indicated that his analysis could be translated into the 
modern business cycle approach, and could be thought of in 
terms of a languate he did not employ. He said that over-
savings decreased profits because it created a production which 
could not be absorbed by consumers (this has an effect upon 
the efficiency of capital). Once it is seen that goods cannot 
be sold profitably a business contraction sets in, and a 
depression results (the principle of deceleration). After 
savin,s have been absorbed, business activity will revive until 
prosperity is attained (this is brought about by the leverage 
effect of the multiplier and accelerator as the efficiency of 
capital increases}. 
The the.ories of the monetary school, too, as represented 
by Foster and Catchings, can be translated into the tools of 
the modern business cyc·le approach. Foster and Catchings were 
concerned with autonomous investment, and they discussed what 
is now termed the marginal efficiency of capital. Furthermore, 
they considered the effects of induced investment. 
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They said that consumers cannot buy ~oods because they 
do not have enough woney with which to purchase them. This 
. employment economy savinc is necessary because expansion of 
plant and equipment cannot take place without it. In an 
unemployment economy a different situation exists. In this 
state investment is insufficient to absorb the savings that 
would be generated in a full employment economy. Therefore, 
increasing savings under these circumstances further aggravates 
the depressed conditions. 
The underconsumptionists advanced such proposals as the 
extension of credit in order to postpone or prevent depression. 
The limitations as presented by Foster and Catchings, 
however, were noted. Other methods to accomplish this were: 
the sellin~ of goods abroad in excess of the &;oods ·purchased 
from abroad, reduction of pricesJ the increasing of wages, 
the maintenance of a low rate of interest policy, the intra ... 
duction of innovations> and the employment of government 
e~penditu~es. The underconsumptionists note that these have 
~ limited possibilities and that none of them give promise of 
being able to do any more than postpone economic collapse. 
The savings-investment process as it is practiced is responsilile 
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ror a rec~rrinf market impasse. 
The Keynesian revolution pqpularized underconsumption 
theories and was responsible ror their rejuvenation. Keynes, 
however, w~s not an underconsumptionist. He believed that 
underconswnptionists placed too much emphasis upon increasing 
consumption when there was a social advantage in increasin& 
investment. He said that underconsQ~ptionis~s neglected the 
ract that there are two ways of expanding output; he felt that 
it would be better to increase investment until it ceased to 
be scarce. But he admits that this is a practical jud~ent 
and not a theoretical imperative. The difference between 
underconsumptionists and Keynesians is more than a matter of 
emphasise The Keynesians propose to increase investment 
because they say that a lack of it is responsible ~or 
unemployment. Keynesians hold that consumption is a function 
of income and, therefore, investment <1eterm.ines national income 
and consumption. The underconsumptionists say that while 
investment chana;::es play an important role, consumption chane;es 
are just ~s important. Keynesians are more and more, as noted 
in the discussion of Hansen, stressin~ the importance of 
consumer expenditures. However, at present new investment is 
their strategic factor. 
The conclusion was forwarded that in the.light of the 
e Keynesian revolution it now appears that many of the under.., 
lying underconsumption issues ·were essentially correct, and 
that the conventional·attitude of opposition to underconsumption 
theories has been diminished. 
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